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Clerical Cost Reduction and Control 
by F. RAY FRIEDLEY 


Assistant Comptroller, Columbia-Geneva Steel Division, United States Stee! Corporation, 
Salt Lake City, Utah 


Straightforward attack on the problem of mounting clerical costs is 
implied in this paper which narrates a program applied, department 
by depariment, to chart work flow, analyze methods, set time stand- 
ards, compute man-hour budgets, and determine efficiency with which 
work is performed. Coupled with this program is one for forms con- 
trol, and to an outline of it the latter portion of the paper is devoted. 


\ ona THE DEVELOPMENT of modern cost accounting systems, budgets, 
statistics and other financial information, accountants have made great 
strides in improving their service to management and have played an important 
role in reducing manufacturing costs and improving the profits of companies 
for which they work. Also, accountants have in recert years become aware of 
the alarming increase in the burden of clerical costs and, because of this, much 
effort has been directed toward improving the techniques of performing 
detical work so that reduction in costs could be effected. However, it is’ well 
recognized that clerical costs still provide a fertile field for cost reduction. 


Why Has Clerical Cost Control Assumed Current Importance? 


That the burden of cler‘cal costs has grown out of proportion is indicated 
by published statistics which show tr-t during the past fifty years, the number 
of factory production workers increased about 75 per cent, whereas, in the 
same period, the number of people engaged in office work increased approxi- 
mately eight times. In 1920, employees in manufacturing industries outnum- 
bered office workers by about four to one. Today the ratio is only two to one. 
Another significant comparison is that there are now as many office workers, 
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EXHIBIT 1 


nearly eight million, as there are agricultural workers, This large increase in 
the number of people engaged in office work is attributable to many factors, 
the principal ones being: 

1. Our rapid industrial growth which brought 3. The slow progress that has been made in 


about many large industrial enterprises developing technological improvement 
with complex organization structures and for performing clerical work. In the past, 
management problems requiring up-to- employees were usually added to the 
date financial reports, cost reports and payroll to meet increased demands for 
analyses, budgets and budgetary con- information rather than developing im 


trols, statistics and other important data. proved methods so that the job be 
done with the same number cf people 


2. Requirements by all branches of govern- As a result, the output of clerical wor 
ment for more statistical data and in- per employee has not kept pace with 
formation. the output of manufactured goods pro 


duced per factory worker. 


Accountants take pride in the effectiveness of the clerical procedures estab 
lished in their respective companies, and, for this reason, many feel that the 
ultimate in low cost clerical operations has been attained. However, busines 
operations become more complex as time goes on, which brings increased de 
mand for information. Because of this and because the rate of pay of office 
workers continues to rise, accountants will always be faced with the challenge 
of preventing costiy administrative practices and providing clerical cost reduc 
tion in areas heretofore not generally recognized, in order that the cost of 
doing business may be kept at a minimum. 
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Often efforts to improve clerical procedures and reduce costs begin and end 
with the installation of modern office equipment. This is important and can 
be effective but, in itself, it represents only a scratch on the surface in reducing 
clerical costs. ‘There are several programs which can pe pursued to obtain low 
cost clerical operations. This article reviews a two-part program which we 
have pursued with good results in effecting reduction and control of clerical 
costs. 


Choosing the Department and Starting the Work 


Our clerical cost control program applies to clerical work industrial engi- 
neering techniques generally used to establish performance standards for factory 
jobs. The objective of the program is to determine the proper number of people 
required to do a given amount of work and to effect low cost clerical operations. 
Because of this, the program is conducted by the accounting department, as men 


. trained in clerical procedures are usually best fitted to do the work. They need 


not be highly skilled technicians. The program embraces all clerical functions, 
including those of the operating and service departments. 

A survey of a particular clerical function consists of recording existing clerical 
procedures on flow charts and assigning unit time values to each operation charted. 
Monthly volumes are developed and extended by the unit time to determine the 
total time requirement of each operation. Operations are grouped together by 
position and the unit times added together to determine effective time for the 
measured period. Reloaded and adjusted job descriptions, with the appropriate 
unit time, are then established. Performance standards are established by pre- 
paring a budget control of clerical man-hours. Attendance hours are measured 
against standard hours for the current volume and the efficiency of aremenes 
is reflected. 

Before a survey is attempted, the functions of the department should be well 
established. No major changes in procedure should be pending and, for best 
results, the type of work performed in the department selected should be of a 
routine, repetitive nature with relatively large volumes, i.e., payrolls, timekeep- 
ing, material receiving and disbursing, etc. Conversely, departments in which 
creative or nonmeasurable work dominates usually will reap little reward from 
the results of a survey. 

After the department for a survey has been selected, its supervisor should be 
acquainted with the purpose, scope, and the anticipated results of the survey. 
He should be advised that the selection of his department for an analysis does 
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not imply a criticism of past performance. There is no question of “why aren’t 
operations better than they are?” but rather, “how can they be made better?” 
The supervisor should be made to feel that the survey is his and that the pro- 
cedure men ate merely acting as analysts of data which he supplies. Also, as 
the survey proceeds, it has been found advantageous to have a round-table dis- 
cussion of the survey with all interested parties. Any differences or problems 
found to be developing may immediately be ironed out. 

The supervisor can actually participate in the survey by furnishing a general 
outline of the way the work is now being done, so that the functional break- 
down and scope of the charting can be planned in advance. He can also develop 
volume counts for each operation, as they may become large and tedious to 
secure at the end of the survey. This practice not only makes the supervisor feel 
that he is an essential part of the survey but also saves considerable time. 

It is a human trait for employees to be suspicious of cost reduction programs. 
Resentment of criticism of the individual’s work, which a change in methods 


. implies, and the fear of losing one’s job, may create an unhealthy condition. 


The effect of a survey on the employees of a department in which it is made, 
is much greater than most of us realize. It is at the beginning of the survey 
that the approach should be made to turn the employees’ attitude from suspicion 
to one of helpful cooperation. 

We have found no more effective method of securing employee cooperation 
than to enlist their aid. This is an excellent means to encourage employees to 
think constructively about their work and to put them in the proper frame of 
mind to accept changes which will undoubtedly result from the survey. We 
have also found it advantageous for each employee to fill out a general activities 
form. This form provides a brief list of all the various operations performed 
during the day. A record of the work performed only periodically, such as 
weekly, monthly, and at irregular intervals, is also noted. Samples of all forms 
used by the ernployees should also be accumulated. 


Charting Work-Flow and Setting Time Standards 


When the activity sheets, with a sample of all forms, are returned from the 
supervisor and employees, the second phase of the program can be started. This 
consists of breaking down the work into its component parts, just as in the case 
of a manufacturing process. The operations are put together in logical sequence 
which will permit completion of a clerical job in the simplest way. First, how- 
ever, an Organization Chart (Exhibit 1) of the department is drawn up and a 
number is assigned to each position to identify it in the work-flow charts. 
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EXHIBIT 3 


We have found the simplest method to determine and record the flow of 
clerical work is to outline it in the form of a Procedure Flow Chart (Exhibit 2), 
A flow chart will naturally start at the top of the page and all lines will flow 
in a downward direction. The symbols, identified in Exhibit 3, are used to denote 
steps. The column arrangement of Exhibit 2 allows a vertical space for each 
major unit or section of the department to be studied. The first column on the 
left ordinarily depicts the section responsible for the major operations and the 
succeeding columns to the right the duties of subsequent groups. This practice 
emphasizes any “back and forth flow” in work sequence. 

A brief but complete description of the operation appears beside each symbol. 
This fully explains the work performed, This function is of major importance, 
as the descriptions will be used to estimate clerical time requirements and, 
eventually, when accumulated by position, will be used as individual position 
descriptions. After the description of each operation, there appear three indi- 
vidual boxes in which to show man hours per month, monthly volume, and 
man hours per unit. 

Each operation is identified by a number. Forms coming into the department 
for processing or documents created within the department are identified by 4 
symbol. The name of document or form number is shown in the symbol ia 
addition to the number of copies received, created, etc. At this point, it is easy 
to see that the accuracy of a flow chart depends upon recording work performed 
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on each piece of paper as it flows through the department or until it leaves the 
responsibility, is filed permanently, or is destroyed. That is to say, for example, 
that six or eight positions may have contact with the paper as it flows through 
the department and, as each position is affected by the paper, this is so recorded 
by the symbols and operation description. Since it is necessary to account for 
individual copies of all forms or documents affecting a department, each copy 
is identified and checked at the conclusion of a charting phase to insure that all 
items entering the department or created within the department are accounted 
for. In short, the analyst makes the chart a photographic representation of the 
work, in the exact order in which it is done. 

Inasmuch as standards are established and positions loaded on the basis of 
the timing function, care must be exercised in performing this task. Each opera- 
tion is built up from unit times in amounts of a few seconds or less. The unit 
time is converted to decimal hours, The average monthly volume, which is 
obtained from sampling several representative months, is multiplied by the unit 
time. This provides the total time per month for each operation. The total time 
per month for each operation is multiplied by the number of positions to deter- 
mine the accumulated man hour requirements for the department. 

In addition to standard time data in developing work loads, some operations 
—such as the preparation of certain reports, business telephone calls, preparation 
and clean-up time, etc.—must be given a flat time allowance. An allowance 
factor must also be used to adjust for loss of productivity due to fatigue, rest 
periods, acceleration, deceleration, etc. 

To provide a summarized picture of individual positions and work loads, it 
is necessary to break down the flow chart to provide the position descriptions 
(Exhibit 4). This furnishes the total personal and effective time, plus any 
excess hours unassigned. 


Methods Analysis, Job Loading; Efficiency Determination 


The next step in the survey is one of extreme importance, for it is here that 
the operations of a department are carefully observed from a procedure stand- 
point to detect any inconsistencies, duplications, unnecessary work, delays, etc 
Every phase of the work performed in a department is analyzed with a quizzical 
ittitude, with the following questions in mind: 


1. Is the work being done necessary? 3. Can it be combined with some other 
2. Does it duplicate work being done else- work? 
where? 4. If it is necessary and is not duplicating 
other activity, is it being done in the 
most efficient way? 
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EXHIBIT 4 


The attitude of the alert procedure analyst must be that the ultimate method 
has never been reached, that there is always a better way to perform a given 


function. 
The next step in the survey is to determine effective job loading. This is im 
portant, for, at this point, jobs are analyzed to determine that: 


1. Like positions are assigned work of a a stenographer's duties should not be ir 
like nature. cluded with those of a file clerk, since 
2. As far as possible, skill grades are not such a condition may necessitate pay 
mixed in position loading. For example, ment of a higher salary rate on thet 
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portion of the work requiring a lower 3. Duties are assigned to assure a continu- 


degree of skill. However, in smaller oper- ous and forward flow of material through 
ations, it may not be practical to apply positions, avoiding bottlenecks and 
this principle. tracking. 


Budgetary control of established clerical man hours is absolutely necessary to 
assure management that benefits resulting from the survey will be perpetuated. 
This budget control is based on hours by position, There are three types of 
items presented for each position which are used as budget determinants. 

The first type is the volume of repetitive operations and is established by 
selecting a few of the more important volume operations and accumulating all 
related time values listed in the position descriptions. The total of these time 
values is divided by the volume selected and a permanent value established. The 
second type is called constant time. All daily, weekly or monthly operations for 
each period are combined into constant total time value for each position. The 
third type of determinant consists of special assignments. They are budgeted 


_as the actual tirne required to perform each assignment. 


The current monthly volumes accomplished, multiplied by the budget deter- 
minants, equal the earned standard hours which, when added to the total con- 
stant time and special assignment hours, equal total earned hours, The earned 
hours are divided by the attendance hours to determine the efficiency of the posi- 
tion as in Monthly Budget of Clerical Man-Hours (Exhibit 5). 

After a survey is completed, an Efficiency Performance Report (Exhibit 6), 
showing an analysis of performance and dollar cost in relationship to established 
standards, is prepared monthly. This report gives an up-to-date picture of the 
cost per man-hour output and takes the guesswork out of providing the proper 
number of people required to do a given amount of work. In other words, it 
shows whether or not the objectives are being met. 


Controlling Origin, Design, and Use of Forms 


Forms control is a companion matter to methods analysis. During the past 
several years, forms control has received a good deal of attention. Much has 
been said and written about it. However, most accountants agree that there is 
acontinuing need to emphasize its importance, because of the clerical cost sav- 
ings obtainable through adoption of a sound forms control program. We have 
long recognized the importance of a program of this type and have adopted 
several control practices which have given us impressive results. We are con- 
tinually striving to improve this program to obtain still better results. 

The main objectives of our forms control program are to reduce clerical ex- 
pense through elimination of unnecessary forms and to increase the efficiency 
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of those which remain. It has been estimated that the average company spends 
somewhere in the neighborhood of $8 to $10 in clerical expense for every 
dollar spent in printing forms. It stands as reasonable that, if unnecessary forms 
can be eliminated from current use, not only will the printing bill be reduced 
but the clerical expense which goes along with the use of forms, will also be 
decreased. We consider forms control to be synonymous with reports control. 
We have found that the first step in control of forms is preventing the intro 
duction of unnecessary forms into the procedures. To accomplish this objective, 
it is advisable to appoint an employee in each major department to act as repre 
sentative in all matters pertaining to forms. This employee is given the respon 
sibility of carefully reviewing each new or revised form with the following 
questions in mind: 
1. Is the information to be furnished by the 3. What is Pysetne | number 1- copies 


form necessary? required? (U 





cause additional printing “and ted 


2. If so, is this information available in an- expense.) 


other report or can the form be consoli- 
dated with another form serving a similar 
purpose? 
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The design of the form is a very important factor in forms control. Forms 
which are logically arranged and easily understood can do a lot to reduce clerical 
effort involved in using them. Employees preparing or approving forms are 
encouraged to carefully review them from the viewpoint of the best possible 
design. 

After it has been established that the form is required and has been properly 
designed, a Form Questionnaire (Exhibit 7) is prepared, which answers ques- 
tions concerning control and specifications for reproduction of the form. This 
feature of the program is important, as a good printing job cannot be done 
unless proper information is available. A neat sketch of the form and the form 
questionnaire are submitted to our procedure department, which investigates the 
form as to necessity, content and arrangement, its correlation with established 
or proposed procedures and the effect on other departments. If approved, the 
form is submitted to the office service unit for further review and processing. 
This department has the sponsibility of determining whether the form is to be 


‘printed on our own equipment or sent to an outside concern, of assigning form 


numbers, and of establishing layout, paper stock to be used, quantity of forms 
to print, storage and the disbursing of forms. 


Manufacturing and Supplying Forms; Retention Policy 


Another important objective of our forms control program is the reduction 
of clerical costs through adoption of the least costly type of reproduction con- 
sistent with requirements. We have found that most forms can be printed at 
considerable savings in our own duplicating department. In order to do this, 
however, we had to provide the latest duplicating and photo-copy equipment, 
standardize our forms, and eliminate many frills, such as pre-numbering, multi- 
color and unnecessarily large forms. 

An essential part of our program is to stock an adequate supply of all types 
of forms. Forms are printed or purchased in quantities sufficient to satisfy re- 
quirements, recognizing the most economical quantity to print or purchase. 
These forms are stocked in our central supply room and are requisitioned as 
needed. Through the use of “minimum” cards, which are inserted in the form 
supply at the minimum quantity point, we are assured of sufficient advance noti- 
fication to process a new supply of forms and have them on hand when needed. 

When it becomes obvious that a form is not moving as it should, an inquiry 
is sent to the using department to determine if its staff has failed to advise the 
office service department that the form has become obsolete. Because constant 
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CLERICAL COST CONTROL 
FFict A 
oF 
COuTR E I 
DEPARTMENT ____BILLING @ INVOICING 
ANALYSIS OF PERFORMANCE 
MALS FOR MONTH OF 
1. EARNED STANDARD HOURS 3151 
2. SPECIAL ASSIGNMENTS 28 
3. TOTAL HOURS OF WORK EARNED 3179 
4. REGULAR HOURS ATTENDED 3420 
5S. OVERTIME HOURS 24 
6. TOTAL SCHEDULED HOURS ATTENDED 3444 
7. SCHEDULED HOURS (OVER-UNDER) HOURS OF WORK EARNED 265 
8. PERFORMANCE PERCENTAGE 928 
®. UNATTENDED HOURS PAID (VACATION, HOLIDAY, ‘ILLNESS, ETC.) 40 
ANALYSIS OF DOLLAR COST VARIANCE 
PERFORMANCE VARIANCE 
A. SCHEDULED HOURS ATTENDED 3444 
B. SALARIES PAID FOR SCHEDULED HOURS ATTENDED (EXCLUSIVE OF 0.T. PREMIUM) $4305. oan 
C. AVERAGE HOURLY RATE OF PAY $1.25 
D. SALARIES PAID FOR SCHEDULED HOURS ATTENDED (INCLUDING 0.T. P $4320, 
E. VALUE OF HOURS OF WORK EARNED (Cc x 3) $3974, 
F. DOLLAR COST (OVER-UNDER) HOURS OF WORK EARNED $ 346. 
QTHER VARIANCE 
UNATTENDED HOURS PAID 
VACATION 
HOLIDAY 
ILLNESS $50. 
G. TOTAL OTHER VARIANCE $ 50. 
H. TOTAL SALARIES PAID (G + DD $4370. 
DETAIL OF SPECIAL ASSIGNMENTS 
TOTAL 











vigilance is exercised, there is little chance of an inactive form remaining in 
stock. 
The final step, and a very essential part of the forms control program, is the 
systematic retention or destruction of the forms after they have served their 
purpose. A well-thought-out program, in which useless records are destroyed 
rather than retained, can do much to reduce clerical expenses. The costs of 
crating, handling, and filing records are quite difficult to obtain. However, we 
found from actual experience that it cost in the neighborhood of $80,000 to 
file and store some 7,000 cases of records accumulated during World War IL 
Our records retention and destruction program is built around the objective 
of retaining only essential records. The first step in this program is to carefully 
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sort out and destroy unessential documents. We have found that, if this opera- 
tion is not carefully performed, many useless or duplicate copies of records will 
be filed. Essential records which are to be retained are stored in specially de- 
signed storage boxes. Each box is labeled and indexed in such a manner as to 
be readily located. The storage areas are under the control of the accounting de- 
partment and access to them can be gained only upon approval of the custodian. 
The length of time essential records are to be stored depends upon legal 
requirements and administrative needs. However, at the time of storage, a spe- 
cal form is prepared which shows the destruction date of each file. The forms 
are then filed by destruction date. When this date ultimately arrives, the form 
is forwarded to the proper department to determine if the records may be de- 
stroyed. If an unusual situation has occurred which requires the records to be 
retained longer than the designated retention period, adjustments are made ac- 
cordingly. If the records are no longer needed, they are then destroyed. 


Benefits Received from a Clerical Cost Control Program 


Programs directed toward the reduction and control of clerical costs require 
considerable time and effort in their application. Therefore, many benefits must 
be derived in order for the programs to “pay off.” The principal benefits we 
have realized in the accounting department from our efforts to reduce and con- 
trol clerical costs are summarized below: 


|, The most important benefit is, of course, scope. This means that, if we had not 
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the monetary gain obtained through re- 
duction in clerical costs. Since salaries 
paid to employees form the principal 
item of clerical costs, reduction in 


‘number of people on the payroll pro- 


duces the greatest benefit. During the 
four-year period 1949-1952 inclusive, the 
number of salaried employees in our ac- 
counting department was reduced ap- 
proximately 15 per cent. It can be read- 
ily recognized that this decrease in per- 
sonnel resulted in a substantial and per- 
manent reduction in costs. Although our 
accounting forces were reduced, this 
does not mean that 15 per cent of our 
employees lost their jobs. The natural 
turnover and absorption of personnel by 
other departments took care of most of 
the reduction in personnel. Another im- 
portant point is that the decrease in the 
number of employees was accomplished 
in spite of the facts that our operations 
expanded considerably during this pe- 
tiod and the service furnished to man- 
agement became more comprehensive in 


OCTOBER, 1953 





inaugurated a clerical cost reduction pro- 
ram, our forces would undoubtedly 
ave increased rather than decreased. 


. Through adoption of the clerical cost 


control program, supervisors have 
come highly conscious of the need to 
reduce and control clerical costs. Many 
worthwhile ideas were developed and it 
is likely that some of the ideas would 
not have been uncovered except through 
alertness of supervisors. Through instilling 
this type of thinking in supervisors, a 
continuing benefit is derived from this 
area of activity. 


. Numerous guideposts are provided to 


management for their use in determining 
the trend of clerical costs. 


. Comparisons of efficiency among depart- 


ments are made possible, since all de- 
rtments function on a standardized 
asis. 


. Guess-work in providing the proper 


number of people to do a given amount 
of work, is removed. 
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EXHIBIT 7 


6. Employees become aware that they are 7. Through higher productivity, employees 
working for efficient management, which feel that they have a better oppertensy 
instills in them a sense of pride in the to improve their earnings and that their 
progressiveness of the employer. employment will be more secure. 


A Matter of Importance 


At the beginning of this article, there were certain positive indications given 
of the characteristics of an effective clerical cost control program. These indica 
tions have been elaborated upon and exemplified during the course of the paper. 

In closing, I want to re-emphasize several of the points made: 
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|, Although accountants have made consid- 
erable progress in reducing clerical costs, 
there remains a substantial amount of 
“pay dirt" in this area. 


2. This article reviews a two-point program 
which we have used with good results in 
reducing clerical costs. However, it is 
well recognized that there are other pro- 
grams, such as mechanization of clerical 


functions, employees’ suggestions, meth- 
ods improvements, etc., which can pro- 
duce very favorable cost-saving results. 


. Any clerical cost reduction program 


adopted should apply not only to the 
activities of the accounting department 
but also to all clerical work performed 
throughout the organization in whatever 
department it may be found. 


As a final message, accountants must continue to seek out ways and means to 
reduce and control clerical costs and meet new demands made of them, if they 
are to assume their proper share of management responsibility. 


OCTOBER, 1953 








What Do Expense Surveys Signify ? 


by ROBERT B. MINER 
Assistant Professor of Business Organization, The Ohio State University, Columbus, Ohio 


The history, prevalence and utility of a medium for “getting a line” 
on effective operating levels, which has become fairly well-developed 
for a number of wholesale and retail lines but not yet adapted, to any 
exient, to manufacturing fields, is here described by a teacher of mar- 
keting. He gives considered attention to the reliability of data, espe- 
cially as to homogenity of survey samples and types of averages 
through which it is interpreted. 


) lew BODY OF LITERATURE dealing with distribution cost analysis is assuming 

substantial proportions. Highlighting the contributions of individual a 
countants and marketing researchers to the clarification and refinement of tech 
niques of cost allocation and control, the N.A.C.A. National Committee on 
Research brought forth during 1951 three studies of a “summing up” nature! 
Distribution cost analysis is, however, primarily a study of the operating expenses 
and revenues of the individual concern. For information concerning groups 
of concerns or establishments, it is necessary to turn to studies of comparative 
distribution expenses. 

It is the purpose of this article to examine the nature of expense surveys 
and to appraise some of the practices followed with reference to the collection, 
processing, and presentation of expense data. No attempt is made to consider 
other kinds of operating results data—such as stock-turn rates and merchandise 
returns—usually included in such surveys. In view of the scarcity of com 
parative information concerning producers’ distribution expenses,? remarks are 
chiefly confined to group studies of wholesale and retail enterprises. 


1 Research Series No. 19, “Assignment of Nonmanufacturing Costs for Managerial 
Decisions,” N.A.C.A. Bulletin, May 1951; Research Series No. 20, “The i of 
Nonmanufacturing Costs to Products,” N.A.C.A. Bulletin, August 1951; Research 
Series No. 21, “The Assignment of Nonmanufacturing Costs to Territories and Other 
Segments,” N.A.C.A. Bulletin, December 1951. 


2 Several studies have been made of the marketing costs of manufacturers, but the 
amount of published detailed information provided is far less than that available for 
retail and wholesale concerns. Probably the broadest coverage of manufacturers’ costs 
was obtained in connection with the 1935 Census of Business. Useful cost information 
for certain more recent years has been assembled by the Federal Trade Commission and 
by the erstwhile Office of Price Administration. A 1931 study sponsored jointly by the 
Association of National Advertisers, Inc. and the N.A.C.A. was for years a 
cited source of comparative distribution costs. The difficulties surrounding attempts to 
collect, on a continuing basis, accurate distribution cost data from classified groups of 
manufacturers are pointedly discussed by James W. Culliton in The Management of 
= Costs (Graduate School of Business Administration, Harvard Universi, 
1948). 
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Data Sources; Objectives of Surveys 


The most comprehensive information dealing with operating expenses of 
marketing establishments has been furnished by the several Censuses of Busi- 
ness. Total expenses for all wholesale establishments were obtained for each 
census year, i.c., 1929, 1933, 1935, 1939, and 1948. Similar information for 
all retail establishments was presented for the first three years but not for 1939 
and 1948, although total payroll expense was so provided. Total operating 
expenses, as defined by the Bureau of the Census, are explicit or contractual 
costs (e.g., employees’ wages, telephone and telegraph expense, vehicle main- 
tenance expense). Hence, implicit or imputed items of expense, including the 
compensation of proprietors of unincorporated firms and interest on owned 
investment, are not a part of the total. Care must, therefore, be taken in 
comparing Census data with the total expense ratios shown in many expense 
surveys which do recognize certain implicit costs. 

It is perhaps unnecessary to observe that the richness of operating cost data 
made available by the activities of the Bureau of the Census has been a source 
of considerable satisfaction to businessmen and students of cost phenomena 
alike. For example, the 1948 Census of Business, in the published findings for 
wholesale trade, presents operating expense statistics for 36 detailed types of 
operation and some 140 kinds of business.* Adequate description and evalua- 
tion of Census data are unfortunately beyond the scope of the present paper. 

The special province of this article is surveys of the operating expenses of 
sample groups of marketing concerns. The findings of such surveys are re- 
corded in a vast amount of published information in numerous lines of business. 
Most surveys of the type to be discussed relate to firms or establishments in a 
given line of business regarded as reasonably homogeneous in character. The 
sources of these surveys are many and varied. The purposes for which surveys 
are made, and the form and content of the cost information assembled and 
published, are indicative of the differences in sources. 

A principal objective of many surveys is the determination of average or 
typical figures which may serve as bases of comparison for the firms in a par- 
ticular industry or kind of business. This objective characterizes surveys con- 
ducted by trade associations, university bureaus of business research, statistical 
organizations, trade papers, manufacturers, and certain governmental agencies 





"For further explanation see, for example, Bulletin No. 1-W-0, Wholesale Trade, 
United States Summary, U.S. Census of Business—1948, pp. 0.33-0.34. For operating 
expenses classified by size of establishment, see Bulletin No. 2-W-2, Sales Size and Op- 
erating Expenses. 
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and departments, particularly the United States Department of Commence, 
Surveys are often made as part of general economic investigations by govern 
mental bodies and private individuals or organizations. Many of the studies 
made by the Federal Trade Commission are illustrative of this objective 
Finally, cost information may be assembled and classified primarily for the 
purpose of making factual knowledge of the various segments of the marketing 
system available to all interested persons. 


What Organizations Conduct Surveys? 


Surveys of the operating results of business concerns were first institutea 
in the United States by the Harvard University Bureau of Business Research 
about 1911. Among the earliest lines of business for which expenses were 
examined were retail shoes and retail groceries. The surveys of the Harvard 
Bureau were soon extended to the wholesale grocery trade and, since World 
War I, they have ranged over a considerable number of retail and wholesale 
trades and types of operation. The Bureau is now best known for its annual 
studies of the operating results of department stores, specialty stores, and lim 
ited price variety stores. The report on operations in 1952 marked the thirty- 
third edition of an unbroken series of studies of the first two types of stores, 
The Harvard studies are characterized by very detailed listings of expense 
items, by numerous subclassifications of operating results, and by thoroughness 
of analysis and interpretation. Most of the studies have been made in coop 
eration with various trade associations, especially the National Retail Dry 
Goods Association. 

In the meantime, other universities undertook similar studies in many lines 
of business, with local or sectional geographic coverage receiving emphasis. 
For example, the Bureau of Business Research of The Ohio State University 
carried on an annual survey of the operating results of a group of wholesale 
grocery firms in Ohio for a period of eleven years (1924-1934). Although 
based upon a very small sample of firms, these annual surveys constitute the 
longest time series of expense data available for the wholesale grocery business. 
Referring to the retail grocery trade, the longest series of data on a state basis 
is that found in the reports published by the College of Business Administra- 
tion of the University of Nebraska for the period 1920-1929. The number 
of other universities which have made operating results studies is too large 


*See, Object and History of the Bureau with Some Preliminary Figures on the Re 
tailing of Shoes, Bulletin No. 1 (Cambridge: Bureau of Business Research, Graduate 
School of Business Administration, Harvard University, 1913). 
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to permit even a listing by name. Among the more important institutions, with 
reference to survey work, have been Northwestern and Indiana Universities, 
and the Universities of Colorado, Iowa, Michigan, and Oregon. Consumer 
goods lines, particularly convenience goods, have received chief attention in 
these surveys and, with but few exceptions, independent concerns have been 
studied. 

Trade associations also initiated surveys of the cost of doing business at an 
early date. The National Wholesale Hardware Association has published the 
longest continuous series of expense data for any wholesale trade, The annual 
overhead expense reports of the Association date back to 1914. Fortunately, 
for comparative purposes, retail hardware operations have also been studied 
for a number of years. The National Retail Hardware Association has issued 
annual reports on the operating results of hardware stores since 1922. Many 
industrial goods lines have been covered by trade association surveys, as wit- 
ness the reports of the National Supply and Machinery Distributors Association 
‘and those of the American Dental Trade Association. Then, too, the coopera- 
tive studies of trade associations and university bureaus of business research 
must not be lost sight of in a consideration of the extent of trade association 
activity in survey work. 

Business reporting concerns have made a valuable contribution to our knowl- 
edge of operating expenses in numerous lines of business. The work of Dun 
& Bradstreet, Inc. is most noteworthy in this respect. In the decade preceding 
World War II, several general surveys of expenses in a large number of retail 
and wholesale trades were made by this organization. In addition to general 
surveys, Dun & Bradstreet frequently, in cooperation with certain trade asso- 
ciations, has prepared separate studies of expenses in several lines of business. 

All of the sources of expense surveys mentioned thus far have been of a 
private nature. The work carried on by governmental agencies must also be 
noted. Certainly the studies which have been undertaken by the U.S. Depart- 
ment of Commerce are of utmost significance. Supplementing the well known 
distribution cost analysis work of the Department have been the expense sur- 
veys conducted in such widely diversified lines as drugs, groceries, hardware, 
electrical goods, paints, and confections. 

Manufacturers interested in helping their own customers to a better under- 
standing of costs have engaged in the compilation of comparative expense data. 
An outstanding illustration is that of Eli Lilly & Company in drug store opera 
tions, Each year from 1932 to the present, this concern has prepared a survey 
of operating results in those stores which have furnished information re- 
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quested as a part of the Lilly business advisory service to retailers. The Ne 
tional Cash Register Company offers a somewhat different type of cost aid to 
retailers in that this company has from time to time published pamphlets con. 
taining pertinent expense information drawn from available studies in a variety 
of lines of business. 


Some Indication of Extent and Character of Surveys 


The extent to which operating expense surveys have developed is indicated 
by the fact that the editors of Distribution Costs: An International Digest as 
sembled over 350 tables which, for the most part, consist of expense figures 
for a wide range of retail and wholesale commodity lines. Inspection of the 
tabular material in this volume discloses several interesting features of the 
collected surveys. First, with respect to coverage, retail surveys far outnumber 
those of wholesale establishments and surveys of independent concerns are 
much more numerous than those of chain organizations. Again, the majority 
of surveys is national in scope. Surveys restricted to particular states or cities 
are next in importance, whereas regional or sectional surveys are least numerous, 

Practically all of the surveys make use of a natural classification of expenses, 
but the amount of detail shown varies greatly. A functional expense classifica 
tion is also employed in a few studies, particularly those of department stores 
and specialty stores. A major portion of the surveys classifies expenses accord- 
ing to sales volume groups, the next most frequently used bases of expense 
classification being size of city and profit status of reporting concerns. A fur- 
ther point of interest is that nearly one-half of the surveys either include in- 
terest on owned investment as an expense or show it as an informational item. 
Finally, the type of average found most frequently is a “common” or typical 
figure, usually an adjusted median or mean. The unadjusted median and the 
weighted arithmetic mean are used less frequently, and the unadjusted mean 
has very limited use. These types of averages are described and compared in 
a later section of this paper. 


Typical Survey Procedure 


Surveys of group expenses, and other operating results, are usually based 
upon detailed profit and loss. statements which have been submitted in con 


5 Malcolm P. McNair, Stanley F. Teele, and Frances G. Mulhearn, with the collabo- 
ration of Julius Hirsch, Distribution Costs: An International Digest (Graduate School 
of Business Administration, Harvard University, 1941). Several tables in the Digest 
pertain to costs of concerns in various European countries. 
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formity with a standard classification of accounts. The first step in survey pro- 
cedure is, accordingly, the development of a standard form of statement fea- 
tured by uniform account terminology and definitions. The practicability of 
this form is then established by spot tests in representative firms and an accept- 
able reporting schedule is prepared. Schedules are then distributed, usually 
at the close of the fiscal year,® to all concerns which have signified a desire to 
cooperate in the study. In the case of trade associations, the schedules may be 
sent to the entire membership, ordinarily with the expectation that only a cer- 
tain proportion of completed forms will be returned. The data thus reported 
constitute a sample for a particular kind of business. Sometimes the sample 
is a large one but, more often, it is a relatively small one, the results of which 
must be interpreted carefully. 

Schedules returned to the issuing organization must be carefully examined 
and adjusted for discrepancies and omissions. Frequently the adjustment necessi- 
tates additional correspondence with particular firms and, in some instances, 


* personal interviews are undertaken. The dollar figures for the various expense 


and income items are next expressed as percentages of net sales, although 
gross margin is occasionally utilized as a base for percentages. From these 
percentages various types of averages are then computed. The exact nature of 
the statistical tabulations and comparisons to be made varies greatly from study 
to study, the major objective of a particular study being largely determinative 
of the amount of detail presented. 


Survey Samples — Are They Representative, Reliable? 


All surveys of the operating expenses of groups of marketing concerns (ex- 
cepting censuses, of course) are subject to certain limitations imposed by 
sampling. In general, these limitations are those associated with the selection 
of a representative people and with the securing of a reliable or numerically 
adequate sample. ; 

Several factors may operate to prevent a survey of firms in a particular line 
of business from being truly representative of the universe avowedly measured. 
In the first place, the sample may consist of concerns characterized by extreme 





®The calendar year may be preferable for reporting purposes if varying accounting 
petiods characterize a substantial segment of firms in a trade. “Therefore, it may be 
wise to ask members to adjust their data to a calendar year basis in order to retain 
comparability in time. This step, although an extra task and expense for some members, 
has the additional value of shortening the period of time between the end of the period 
covered by the study and the publication date because the waiting period before tabula- 
tion and analysis of schedules can begin is reduced.” (Orin E. Burley, “Marketing 
a Operating Surveys and Analysis,” Journal of Marketing, September, 1949, p. 

2). 
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heterogeneity of operations. A survey of the expenses of retail hardware 
stores, for example, may be of doubtful value if it is felt that differences in 
expense totals may arise because some of the stores included in the sample 
are more nearly appliance stores than hardware stores. On the other hand, 
certain other factors, such as size of business or location, may be of greater 
importance in determining similar types of operation. 

It seems safe to say that in most published studies it is not possible to tell 
the degree of homogeneity present. Consequently, it is valuable to investigate 
the amount and possible causes of variations which may exist in expense data 
for firms supposedly of fairly homogeneous character. A start in this direction 
is usually provided in surveys by the separate classification of firms according 
to various factors of variability and the determination of typical results for 
each pertinent subclassification. 

Nevertheless it is not uncommon for a few firms possessing similar charac 
teristics to interchange cost information as a needed supplement to industry 
survey figures. For example, the case may be cited of some twenty similar 
general-line wholesalers in a certain trade who have found the results of the 
annual survey of the entire trade to be inadequate because of the diversity of 
concerns included. Individual members, therefore, place chief reliance upon 
comparative cost information developed within the confines of this small group 
of homogeneous wholesalers. 

In the second place, the reporting concerns may often represent a select 
group. Schedules are not infrequently obtained principally from concerns 
keeping records according to a uniform accounting method. But such con- 
cerns are likely to be above average in efficiency, so that their results do not 
provide a cross-section of the trade as a whole. A select group may also be 
involved, even when the reporting concerns are not cooperators in a uniform 
accounting program. The selectivity is traceable to the tendency of the more 
progressive firms to respond to requests for expense information. This may 
be especially true of occasional surveys, regardless of source, and is probably 
not uncommon to the continuing surveys of trade associations and research 
organizations. 

A fairly small sample of firms may often include a sizable portion of the 
total dollar volume in a particular line of business and the sample may, there- 
fore, be considered representative. If, however, the operating experience of 
the typical establishment is desired, the sample results may be faulty in being 
heavily weighted in favor of the larger business. Finally, certain geographic 
areas may be much better represented in a sample than others. Trade associa- 
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tion membership, for instance, may often be centralized in a few regions, or 
even in a few states, even though a given association be national in scope. In 
such a case, care must be taken in extending the applicability of survey findings 
to the nation. 

Reliability of data involves additional considerations. Whereas representative- 
ness of sample data is achieved when reporting concerns accurately mirror the 
characteristics of the universe of concerns designated for study, reliability is 
present when the sample statistics do not vary from the universe values by more 
than the allowable degrees of error specified in the sample design. In other 
words, the concept of reliability is essentially one of statistical stability and, as 
such, its usefulness is predicated on the assumption of representativeness in the 
sample. If the assumption is valid in a particular sample, then the principal 
means of insuring reliability is through having a sufficient number of cases. 

The fact that surveys of operating results of business firms are not generally 
made in conformity with either the principles or the techniques of scientific 
sampling constitutes a real barrier to the determination of the reliability of 
average expense ratios. Moreover, the diversity of characteristics present in the 
universe ostensibly measured, may be such that no valid estimate of reliability 
is possible. Furthermore, the fact that few published survey findings include 
expense data for individual concerns usually bars the way to the testing of 
reliability by means of statistical methods. 

A helpful clue to both reliability and representativeness of sample data may 
be afforded by Census of Business figures for those lines of business corre- 
sponding to census classifications. Differences in time, definitions, tabulation 
breakdowns, and calculation techniques may, however, effectively prevent the 
consideration of census values as comparison benchmarks for sample data. 


Problems of Averaging Expense Data 


For both total expenses and individual expense items, it is necessary to cal- 
culate measures of central tendency, or averages, in order that summarization 
of survey data may be effected. The principal problem of averaging is that 
of selection of the type or types of average which will be of most significance 
in the summary process, A problem of secondary importance arises because 
of the fact that the sum of the averages of individual expense items rarely 
equals the average of total expense. 

For most surveys an average is desired which will give equal weight to each 
concern’s experience. The median, as the value of the middle item of an ar- 
tayed series, best fulfills this objective. On the other hand, interest may often 
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lie more with an expense average calculated with full reference to the sale 
volume importance of each concern. If this type of average is sought, the 
weighted arithmetic mean is the preferred choice. It is this type of average 
that the Census of Business uses to give recognition to aggregate dollar figures 
for sales and expenses. Thus, if the sum of total expenses of a group of firms 
was $10,000,000 and the net sales of the group totaled $50,000,000, the 
weighted average expense would be 20 per cent (of net sales). 

Because the median affords no recognition of differences in size of concerns 
and because the weighted mean may afford too much recognition, statisticians 
have turned to compromise types of averages in many instances. One of these 
is the interquartile average, computed by striking out the top 25 per cent of 
arrayed figures and the bottom 25 per cent and finding the arithmetic mean 
of the middle 50 per cent. Analagous to this type of average is the “centered” 
arithmetic mean used in earlier Dun & Bradstreet surveys. In the main, this 
average is computed by eliminating certain extreme items from both ends of 
a series. Another compromise is the “common” figure made use of extensively 
by the Harvard University Bureau of Business Research. This figure usually 
is determined partly by one or more computed averages and partly by judgment 
based upon inspection of the data: 

“It is intended to reflect a typical performance and simultaneously, if possible, to 

bear the same arithmetical relationships to other common figures for a group of firms 

that existed in the original data. Ideally, it is the figure around which the percent. 
ages from all the individual reports in a group tend to concentrate and usually is 
determined by either the interquartile average or the median. However, for certain 
accounts which reflect widely divergent experience among reporting firms, as, for 
example, service purchased, repairs, and unclassified, there sometimes is no figure 
around which the percentages in an array tend to concentrate, especially if the number 
of firms in the group is small. In such cases, the arithmetic average may influence 

the selection of the common figure.” (7) 

Neither the unweighted and unadjusted arithmetic mean nor the mode has 
found much application in expense surveys. The former tends to be influ 
enced considerably by extreme items, whereas the latter tends to be erratic or 
not readily calculable. The arithmetic mean is indispensable, however, for 
special analyses of expense series, because it is subject to algebraic manipula 
tion and is necessary to the computation of additional statistical measures. 

A valuable technique adopted in a number of surveys is the computation of 
“goal” or “top performance” ratios. These figures are averages designed to 
show the expense levels of the lower cost firms reporting. Thus, a given firm 





7 Malcolm P. McNair, Operating Results of Department and Specialty Stores in 1952, 
Bureau of Business Research Bulletin No. 139 (Graduate School of Business A 
tion, Harvard University, 1953), p. 60. 
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may not only compare its performance with the typical figures for the group 
as a whole but may also determine how it has fared in relation to the better- 
than-average results scored by a few firms. The first or lower quartile is often 
selected as the goal figure in expense surveys. This measure is merely that 
ratio in an array of ratios which divides the array in such a way that one-fourth 
of the items lie below the first quartile and three-fourths are above it. In 
effect, the first quartile is the midpoint of the more favorable (lower) 50 per 
cent of arrayed figures. A more exacting measure sometimes used is obtained 
by taking the middle item of the lowest 25 per cent of the data. 

When the third or upper quartile is also given, an indication of the scatter 
of individual cases about the typical ratio is made possible. In statistical terms, 
the first and third quartiles constitute the interquartile or middle range figures, 
between which fall the middle 50 per cent of arrayed data. This manner of 
showing variation among firms is easily comprehended by consumers of ex- 
pense surveys and is preferable to use of more precise statistical measures. An 


"excellent example of the use of middle range figures is provided by the 1953 


edition of the “Departmental MOR” report of the Controllers’ Congress of 
the National Retail Dry Goods Association.® 

Equalization of expense ratios is a special problem. Whenever median ex- 
pense ratios are used, it is seldom possible for the sum of the individual ex- 
penses to equal the total expense ratio. The same difficulty attends the use of 
the weighted or unweighted arithmetic means whenever some concerns fail to 
report on one or more expense items. Many surveys make no attempt to adjust 
for this situation. Others, however, apply some kind of correction factor to 
the individual ratios in order that their sum will equal the total expense per- 
centage. 

The easiest and most widely used method of equalization is to determine 
the amount of error between the sum of the individual ratios and the total 
expense ratio and to adjust each item on a pro rata basis. As the amount of 
etror is usually quite small, this method is a good, practical expedient. Never- 
theless, from the standpoint of statistical nicety, an equalization method should 
be employed which makes allowance for the fact that the amount of variation 
about each individual ratio is not the same but ordinarily is quite different 
from item to item. One possible solution of proved value entails adjustment of 
each item by the same proportion of its standard deviation or other measure 
of variability. 





8Raymond F. Copes, 1952 Merchandising and Operating Results of Departmentized 
Stores (New York: Controllers’ Congress, N.R.D.G.A., 1953), p. 107. 
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Treatment of "Implicit" Expenses in Surveys 


In studies of the operating expenses of unincorporated enterprises, it js 
common practice to include an estimate of fair salaries for proprietors and 
active partners (salaries of inactive partners should probably be considered » 
deductions from net profit). It is less common to include an allowance fq 
interest on owned investment in the expenses of either unincorporated or in. 
corporated firms. The writer has no inclination to engage in the time-honored 
argument as to whether such interest is or is not a real expense of the indi. 
vidual enterprise. This much is true, however, that, to afford a proper com 
parison between the expenses of firms using different proportions of borrowed 
and invested funds, it is essential that account be taken of interest on owned 
investment. 

An excellent illustration of a logical method of treating interest expense is 
offered by the Harvard studies of the expenses of limited price variety stores 
In these studies two items of interest expense are included within the total 
store expense. The first item—a part of tenancy expense—consists of interest 
(implicit) computed on real estate equity, and mortgage interest (explicit), 
The second item is made up of interest (implicit) on the average net worth 
exclusive of real estate, leaseholds, and goodwill, plus any interest (explicit) 
actually paid other than mortgage interest. From the latter sum are deducted 
any interest and dividends received as income. Prior to 1945, the implicit 
interest charges were figured for all concerns at six per cent. Beginning with 
the study of 1945 operating results, more realistic imputation has been employed. 
A summary of the procedure is given in the following passage: 

“Prior to the 1945 study, the imputed charges had been figured at 6%, which wa 
the prevailing rate for long-term capital at the time this practice was initiated. I 
view of a declining trend in money rates, it was decided that, beginning with the 
survey of 1945 operating results, a percentage should be employed that would mor 
fairly represent the actual rate of interest which a firm would have had to pay ® 
borrow long-term capital to finance its principal assets. Consequently, for the yeas 
1945-1948 a sliding scale was used for the chains, with rates varying from 3% to 


6% according to the size of the individual firm. . . . A uniform rate of 4% was used 
in figuring interest in the 1949, 1950, and 1951 studies.” (*) 


Value of Comparative Expense Ratios to Management 


The usefulness to management of comparative expense data has frequently 
been questioned. It is felt by many businessmen that group averages—and even 
®E. R. Barlow, “Operating Results of Limited Price Variety Chains in 1951,” Barea 
Administration, 


of Business Research Bulletin No. 138 (Graduate School of Business 
Harvard University, 1952), p. 32. 
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goal figures—are not satisfactory guides for the individual firm or establishment. 
This feeling is most often justified on the grounds that “our business is dif- 
ferent.” As observed earlier, this objection has substance in those cases in which 
a survey does not clearly distinguish reasonably homogeneous groupings of firms. 
In cases, however, in which groupings are featured by a considerable degree of 
uniformity in the organizational and operating characteristics of reporting firms, 
it would seem that the typical figures for the group can be highly useful guides 
for cost control and profit planning. 

The extensive use made of group averages by small retailers in each of several 
lines of business in Oregon is one bit of recorded evidence in support of this 
conclusion.*° A substantial number of these merchants viewed their group aver- 
ages as practical standards helpful in the determination of the proportions of 
sales to be expended for such items as advertising, sales payroll, and rent. In 
this instance—-as in others which could be cited—significant deviations either 
way from the typical ratios of individual expense items were regarded as danger 


- signals calling for management investigation. At the outset, of course, such an 


investigation should consider whether a particular deviation is amenable to cor- 
rective action or whether it is traceable to valid operating peculiarities which 
negate a direct comparison between the firm and the average experience of the 
group. 

It may be argued, nevertheless, that management may defeat its own ends if 
too much attention is given to expense items which are seemingly out of line. 
This is particularly true in those cases in which a given firm’s ratio is consider- 
ably lower than the group average or standard. Actually, achievement of a very 
low ratio may not warrant commendation. It may merely indicate a failure on 
the part of management to maximize profits and to safeguard assets. 

To illustrate, a firm may not have incurred selling costs sufficient in amount 
to bring forth revenues productive of the greatest amount of dollar profits. In 
like manner, insurance expenditures may be insufficient to provide the degree of 
protection of assets normally expected. A higher than average ratio may, on the 
other hand, indicate such maximization or it may be the result of experimenta- 
tion to find the most efficient pattern of allocating resources in the firm. The 
issue to be reckoned with here is, however, that a high total expense ratio may 
carry with it a high break-even point which will spell trouble in the event of 





10See N. H. Comish, “Retail Operating Results as Guides for Small Merchants,” 
Journal of Marketing, XI, July 1946, pp. 62-64. Professor Comish warns that survey 
figures must be up-to-date to be useful. 


11See William Drager, “The Interpretation of Ratios Used in Cost Analysis,” Journal 
of Marketing, April 1944, pp. 424-425. 
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even a slight decline in sales volume. Trends in the magnitude of absolue 
figures for expenses should certainly be studied as a check on the expense ratios 
experienced by a firm over a period of time. 

In any event, the greatest value to be gained from the use of group expeny 
ratios does not lie in comparisons made for any one year. Instead, it lies jp 
comparisons made for a number of years—a number sufficient to establish a 
trend picture. Furthermore, a more accurate trend picture is possible if, in the 
published survey results, typical ratios are separately computed for identicd 
firms, year in and year out. For example, assume that 370 firms were included 
in a particular survey report for 1951, whereas 395 firms were covered in the 
survey for 1952. If it were further assumed that 295 firms furnished figures 
in both years, these would be referred to (in the 1952 report) as identical firms 
for the two years. In contrast to the pattern of ratios for all reporting concems 
each year, the pattern for identical firms is more easily interpreted, because it 
is not affected by variations in the size and composition of the gross sample 
from one year to the next. It should be recognized, nevertheless, that the char F 
acter of a group of identical firms undergoes an evolution over a lengthy period 
of time and, hence, comparisons must be attuned to such change. 





Review of Points Made 


This article has examined various characteristics of, and problems associated 
with, surveys of the operating expenses of sample groups of wholesale and re 
tail concerns. Such surveys have been conducted and published for many years 
by numerous types of organizations such as universities, trade associations, and 
government agencies. Typical survey procedure involves the development of 
standardized reporting forms and the collection and processing of expense and 
other operating figures submitted by firms taking part in the survey. Because 
only a portion of the concerns which might report data actually do, problems of 
sampling are encountered in practically all surveys. The validity of sample statis. 
tics is dependent on the qualities of representativeness and reliability of data 
secured. These qualities are difficult of attainment in many surveys because of 
lack of adherence to sound sampling procedure. 

The summarization of data introduces the problem of selecting the propet 
type of average. The range of choice usually lies between the median and the 
weighted mean, with various kinds of “common” or compromise averages being 
widely used. A secondary problem of equalizing expense ratios may be solved 
either by a simple pro rata method or by more precise statistical techniques 
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Comparableness in the figures of reporting concerns can be secured, moreover, 
only if recognition is given to imputed costs of proprietor compensation and 
interest on owned investment. 

Ip expense Although numerous difficulties thus attend the effective use of expense survey 
~ it lies jn | data by management, comparative ratios can be valuable guides in controlling 
establish a | costs and planning profits, particularly when comparisons point up trends in the 
if, in the | performances of the individual firm and its group standard. 
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Consider the Needs of the Reportee 
by DAVID S. MOFFITT 


Controller, The Connecticut Hard Rubber Co., New Haven, Conn. 


It is the concern of the present author that failures in reporting—un- 
read or misinterpreted reports—waste time and money, including much 
of the cost of gathering supporting data under routine procedures, 
and present a roadblock to the usefulness of industrial accounting. 
Seeking a remedy, be explores the possibilities and desirability of pre- 
paring reports in line with the personal characteristics of officials to 
whom they go. 


wo THE LAST DECADE we have seen a tremendous growth in the function 

of collecting and reporting financial facts to management. Some of this 
growth, undoubtedly, has been brought about by the requirements of the govern. 
ment, for both tax and defense contracting purposes. More of a factor than that, 
however, has been management's increasing realization of the value of account 
ing data for the purposes of planning and control. 


Does Popularity of Charts Underscore Ineffective Reporting? 


Until just recently, the technical methods developed for collecting and as 
sembling financial data have been more advanced than reporting methods. How- 
ever, industrial accountants are realizing the need for effective reporting tech 
niques and, within the past few years, a number of sound articles on reports 
have appeared in accounting literature. This is an excellent indication that 4 
large amount of serious thought and study is being given better reporting meth- 
ods. In particular, the most promising development to date in financial com- 
munication with management seems to be the increased use of charts accom- 
panied by oral explanation. The complete absence of narrative and the exhibi- 
tion of a single set of facts at a time are the method’s chief advantages. These 
advantages allow for concentration and absorption by top management of the 
pertinent data. Personal explanation answers questions as to matters the charts 
may not make clear, for the benefit of all assembled. 

However, for the very reason that this method seems to be the most successful, 
it would seem also to indicate a failure on the part of industrial accountants to 
develop an effective line of written communication with top management. Pet 
haps, this failure is due to a lack of recognition on the part of industrial ac 
countants of the personal characteristics of the various members of management 
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receiving written reports. In other words, it suggests the inquiry, “Do the 
individual differences among members of the management team have anything 
to do with the fact that written communication of cost and financial facts is 
less successful than visual and oral communication?” 


The Proposal — and Some Hazards 


No matter what method of presentation is used, a good financial or cost 
report for management should do two things: 


1. Give an accurate portrayal of the facts. 
2. Motivate the management action required. 


Any report which does not accomplish these can be considered a failure. But 
each of these points is an extremely personal matter with the recipient of any 
report. To him there is one best way of receiving an accurate portrayal of facts. 
For him there is one best way of motivation. All accountants have been asso- 


' dated with executives who preferred graphs to tabular reports or vice versa. 


All accountants have experienced the agonies of preparing important reports 
only to have no action taken. 

With this in mind, it would seem to be a good idea to prepare individual 
written reports for each member of top management, each report differing from 
the others in accordance with the personal differences in the men concerned. 
The author and others have tried this successfully. It appears to be a reason- 
able idea, also, from a cost standpoint. The cost of collecting and assembling 
financial facts today is tremendous compared to the cost of preparing and sub- 
mitting reports. If a report fails to do its duty, the entire underlying expense is 
a waste, Certainly the small added cost of preparing several different individual 
reports is worth the expense, if the facts are thus put to work by starting man- 
agement action. 

Admittedly, there are pitfalls to using tailor-made reports. In the first place, 
different reports might communicate different facets of the same information to 
various members of management. This is not a very satisfactory way to get 
management to agree on the necessary action. Secondly, the reporting system 
might disintegrate into a system for pampering the egos of the various execu- 
tives by highlighting only those facts personally satisfactory to the individual. 
If influences such as these prevail, a setup of individual reports is dangerous. 
However, such a situation can be avoided by studying the differences among 
individuals for the purpose of achieving better communication and not just for 
dlues to obtaining a more pleasant reception to reports. 
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The differences among individual executives fall into two categories. In both 
of these categories, the differences can be used to develop a financial reporting 
system which is a distinct improvement in communication, without falling intp 
the pitfalls mentioned above. First of all, there are the differences in the jobs 
each executive is required to do. There are not only the various phases of man- 
agement action, such as finance, sales, production, research, etc., but also the 
various responsibility classifications within each executive's ability. Secondly, 
there are the personal differences among executives, resulting from training and 
experience. 


Considering the Reportee's Responsibilities 


The first point may seem almost too elementary to warrant detailed considers 
tion, but it is one which is missed all too often, probably because it is so obvi. 
ous. Many executives are receiving reports which have nothing whatsoever to 
do with their spheres of activity. These reports either confuse the individual or 


divert his interest from his own primary concerns to something that concems — 


him much less. More serious, however, is the case of the executive who does 
not receive the information he needs. Every individual, regardless of his title 
or position on the organization chart, performs his duties in a distinctive man- 
ner. Although the same job titles represent the same functions in a general way, 
there is no typical president, controller, purchasing agent or chief engineer, 
Every man has his strong and his weak points. His job performance is usually 
a reflection of his strong side. This characteristic should be recognized and the 
information needed for accomplishing the job along the individual’s strong 
points should be given him. 

The matter of the terms used in a report has been a sore point for many yeats, 
particularly among operating personnel. Great strides have been taken to im 
prove the situation, but there is still much to be done. Facts about raw material 
inventories, for instance, are virtually useless to the purchasing department when 
expressed in dollar values. What concerns the purchasing function is the ade 
quacy of the stock in terms of days’ or months’ supply. The treasurer or chief 
financial officer, on the other hand, is vitally concerned with the dollar amount 
of his working capital tied up in inventory, regardless of the number of days 
supply it represents. Using the same terms an individual uses in doing his own 
job vastly simplifies the problem of communicating necessary information to him, 

Determination should be made as to the responsibility and authority delegated 
to the executive to whom the report is addressed. For instance, bombarding 4 
sales manager with cost reports on a territory he has been ordered to open up 
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regardless of cost will only set up a mental block against his accepting and 
digesting more important information. It would be far better, in this case, to 
present detailed sales statistics on what sales the sales manager had achieved. 
Distinction is frequently not made, particularly in budgetary control reports, 
between what an executive is being held responsible for and what he is not 


supposed to control. 


Considering the Reportee's Experience 


In the matter of experience, we come nearest to the human element, the per- 
sonality and character of the individual. Every executive has gained his position 
through experience and training. In every decision he makes, he draws upon 
his experience and the use of an executive’s experience as a medium through 
which to communicate with him is seldom used, per se. This may require adap- 
tations of accepted techniques. For instance, it is common experience to show 
acomparison of current figures with those of the previous period. To draw on 


' the reader’s experience, current figures should also be compared with a similar 


ot diametrically opposite situation which the reader has experienced, regardless 
of its proximity to the present period. The whole situation outlined in a report 
will jump into clear focus when it is referred to events in which the reader has 
lived previously. To use an extreme example, reports to an executive with recent 
experience in another industry will be far more comprehensible to him if they 
include comparisons drawn from his old industry associations, i.e., if they tie 
the currently reported facts with something he has seen. 

In designing a report to fit the experience of an individual executive, not 
only should the proper comparison be used but also the proper method of com- 
paring. A comparative statement, for instance, in its simplest form, consists of 
two parallel columns of figures, one for the current period and one for another 
period. It might be better communication to give the current figures and also to 
express them as percentages of the prior period, indicating the relative change. 
Again it might be worthwhile to show comparisons as percentages of indices. 
A good example of this would be the comparison of sales in a particular mar- 
ket with all the sales of all sellers in that market. This might be more mean- 
ingful than comparisons with past performances, to an executive who knows 
the market well. The use of percentage and ratio comparisons, as compared to 
straight figure-to-figure comparisons, should be explored in finding the strongest 
line of communication between the accounting department and the recipients 
of their reports. 

Finally, the use of a reporting form to which the individual is accustomed 
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makes it easier for him to grasp the meaning of the report. A case may hk 
found in the increasing number of men with scientific backgrounds who ar 
reaching high management levels. Most of these men have had little experieng 
with financial reports, but they are well-accustomed to the style and format of 
technical reports. With only a little extra effort on the part of the person pm 
paring a financial report for a technical executive, it can be presented im th 
form the executive knows best. On the other hand, the experienced financial 
executive needs no fancy frills. In most cases, presentation of the facts without 
interpretation will suffice. The trained financial man can often glean more from 
a single statement than can the person preparing it. Furthermore, if detailed 
analysis is needed, the financial executive frequently prefers to make his own, 










partly out of habit and preference for his own analytical system and partly be 
cause of the mental understanding and retention gained from going through 
each step required by the analysis. 


A Practicable Route to Better Communication 


It does not take a great deal of investigation to obtain a key to an executive's 
job and his experience. Once this information, little as it may be, is put t 
work improving his understanding of the facts given him, he will be only tw 
pleased to make further suggestions necessary for further improvement. With 
this spirit of cooperation, the use of individual reports to executives is not only 
an easy but successful undertaking. 

On the other hand, it might be argued that the preparation of individul 
reports could be avoided by developing a single report which is the compositt 
of all individual requirements. This type of report would contain, not onl 
tabular and graphic material but also narrative description as well. Many com 
panies are doing just this, but it seems to defeat the purpose of good communi 
cation by presenting a bulky tome which only the bravest would wade through 
Furthermore, such a report would soon mirror the thinking of the person & 
persons directing its preparation. This furthers the drift away from recognition 
of individual needs. 

Careful attention to the individual needs of each executive will certainly led 
to better financial communication and make the accountant a more valuable 
member of the management team. It will eliminate the waste incurred whe 
the financial information, which has been collected at some expense, is not pit 
to good use. Lastly, it should go far in removing the thought some executive 
have that accountants live only for the beauties of their figuring, without a 
cern for those who have to use the reports. 
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A Bonus Plan for the Plant's “Key” Men 


by ROBERT J. JULIUS 
Budget Department Manager, Libbey-Owens-Ford Glass Co., Toledo, Ohio 


Bonus plans for plant management tailored to individual plants and 
segments of operation and supervisory personnel, and revised from 
serviceable but outmoded plans instituted in the early 1930's, are de- 
scribed and illustrated by the present author. Attention also is given 
to important aspects of development and administration of “keyman”’ 
bonus plans and to conditions governing their acceptance by covered 
personnel. As set forth, bonus points are the basis of payment and 
potential bonus earnings are considered in connection with, but not 
made dependent on, base salary. 


T™ PAPER PRESENTS FOR STUDY, a system for compensating members of 

plant management, based on uniformly applied procedures and measurement 
of operating performance. The comprehensive bonus plans, which are a part 
of this system, have been developed out of considerable experience and, though 
designed to meet a specific set of circumstances, afford a broad pattern for pos- 
sible application in other companies in which the problem of equitable com- 
pensation for the important services of factory operating groups, may be up 
for discussion. 


Experience With Bonus Plans Initiated in the 1930's 


The existing bonus plans are not the company’s first ones. With the primary 
purpose of encouraging efforts toward attainment of high production goals at 
the most favorable cost levels possible, Libbey-Owens-Ford Glass Company 
began, early in 1931, installation of management incentive plans at its. various 
factories. With the objective of rewarding as directly as possible, individual 
contributions to these efforts, separate plans were developed for application to 
different phases of operations within a factory. Initially, participation in the 
bonus plans was limited to a few operating heads in each process section, with 
the factory manager, assistant manager, chief engineer, etc., sharing in earnings 
from the various processes under their control. Over a period of years, par- 
ticipation in these plans was gradually extended to cover practically all foremen 
of operating and service departments. 

Earning formulas covered budget gains or losses and production speeds and 
yields, Unit gains over standards, established in the various factors, were ex- 
tended at a given dollar rate and the total amount factored by a percentage set 
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for the volume produced to arrive at the “bonus pool” and converted to a valu 
per point. This served as a basis for calculation of individual participation 
Minor revisions were made in earning formula and additional plans developed 
for new processes but, basically, original procedures remained unchanged. Al 
though, in retrospect, it appears that some of the problems which developed 
might have been avoided, it is the firm conviction of general management that 
these plans played a worthwhile part in helping to achieve the high production 
attained in this period of fast development and growth. 

These initial and necessarily cursory comments on our first bonus plans ar 
given to enable a better understanding of features embodied in existing setups 
to be described. Before doing so, a little of the intervening history is important, 
The outbreak of World War II brought home building and auto production to 
an almost complete stop and, as a consequence, sharp curtailment in demand 
for window, plate and safety glass. Bonus plans, which were providing a high 
percentage of income to key personnel, became inapplicable, as factories wer 
converted to production of war products and arbitrary arrangements to maintain 
fair earning levels were required. 


Bonus Plan Objectives; Job Evaluation a Preliminary Step 


A complete review of bonus procedures was requested. From it, the follow 
ing objectives, drawn largely from experience with the original bonus plans 
were considered primary in approaching revisions: 


1. Minimize earning inequities both within earning factors so as to focus attention 
and among factories. on operating problems in proper pe 
ctive. 
2. Level earning possibility range to satisfy oT Posey 7 
increasing sentiment for more stable in- 5- Provide adequate incentive for holding 
comes. employee interest in improving efficiency 
. Simplify earning formule to permit fuller 6. Retain favorable features of old plam, 


- Cote such as regular monthly payment and 
understanding of bonus possibilities. pola? besls tor eniguing end oa 


. Attain sound cost relationship between individual payments due. 
Preparatory investigations had disclosed wide discrepancies in earnings o 
foremen with similar responsibilities, due to high bonus earnings in one dive 
sion as compared to another. Also, at some plants, bonus points had been # 
signed to provide merit increases, with basic salary held at relatively low levels 
It was accordingly recommended that our first action should be to conduct 
thorough job evaluation, with the end view of establishing a definite and uni 
form salary policy. Such a study was undertaken with the full backing of top 
management and all salaried positions were classified and rate ranges estab 
lished under a company-wide salary program which was developed. This salaty 
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control procedure provided a sound base for application of revised incentive 
plans for factory operations. 

In particular, when a revised bonus plan was completed, a review of all sal- 
atied personnel at the factory was made showing basic salary plus actual bonus 
earnings over the immediately preceding five-year period. Revisions of basic 
salaries in correlation with established rate ranges and assignments of keyman 
bonus points at expected earning value, were worked out to provide an equitable 
compensation pattern for the group as a whole. In only a few cases were income 

tials reduced and a sizable number of the group received moderate increases. 

As might be expected, this procedure of equating to past earning experience, 
dictated an earning basis for some individuals at a level above the established 
rate range. These exceptions have gradually been eliminated through promo- 
tion, by not applying subsequent general increases or by retirement or death. 
The same program was followed for each factory and was personally explained 
in detail by the vice-president in charge of operations in meetings held at the 
vatious factory offices, to assure complete understanding by personnel affected. 


Extent of Participation Equitably Controlled 


Through procedure established, bonus participation is controlled under uni- 
form policies and insurance against inequities is provided, inasmuch as all 
recommendations for assignment of or changes in bonus points are routed 
through salary control department for review and must receive approval of the 
central salary committee. Each bonus plan is designed to pay an earning of $3 
pet bonus point for attainment of all standards specifically stated under formu- 
las, with production at normal volume. Individual participation as set up 
through assignment of points at the expected $3 earning rate, runs from 10 to 
30 per cent of basic salary, dependent on the nature of the job involved and 
length of service of the employee. However, to partly recognize the element of 
tisk involved in fluctuations of bonus earnings, only 70 per cent or $2.10 per 
point is considered as affecting the rate range in which a man is regarded as 
dassified. The system may be illustrated through the following examples: 


Recommendation: 
John Eager: Grade 14— Rate Range $355 to $480 
Assign New Keyman Points of 12 
Review Expected Earning Charged Rate 


Actual Salary $370 me $370 
12 Points @ 3.00 36 @ 70% = 25 


Total $406 $395 
Length of Service: 11-1/12 Years ies 
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SUMMARY REPORT OF ALL FACTORS FOR KEYMAN BONUS 


Month of February, 1953 
EARNING PER POINT 
Base Calculated Variation 
Budget Gains or Losses $ 2500 $.1980  $(.0520) 
Operating Efficiency Stake —0— 1455 1455 
Labor Stake -1400 1729 0329 
Glassmaking 
Furnace Production .2600 2967 0367 
Furnace Losses 0900 -1010 0110 
Losses on Transfers ao (.0234) (.0234) 
Grinding and Polishing 
Laid Basis -7600 1.0465 
Loss Basis .2400 2182 
Wareroom Losses -6800 -7234 
Scratch Polishing -0800 0692 


Totals $2.5000 $2.8480 





EARNING 
FACTOR 
NO. 





Base Earning 
Base Earning Adjustment 
Calculated Over Base x 50% 
Calculated (Under) Base x 50% 
Plant Capacity 
Required G. & P. Line Hours 1500 
Actual Hours Operated (Net) 
Actual Over Required 
Value Per Point Per Hour 
Earning Adjustment Factor IX 


Total Actual Earning Per Point—Current Month 
Total Earnings Payable (to nearest cent)—Current Month 


Total Earnings Brought Forward from Last Month 
Total Actual Earnings Per Point to Date 2 Months 











EXHIBIT 1 


Recommendation: 
John Beaver: Grade 16 — Rate Range $405 to $540 
Increase Keyman Points from 30 to 40 

Review Expected Earning 


Actual Salary $450 
40 Points @ 3.00 120 @ 70% = 


Total $570 $534 OK 
Length of Service: 24-7/12 Years ee) 
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This arrangement offers to bonus participants an advantage over others in jobs 
similarly graded, through the handling of bonus participation against rate ranges. 
For purposes of administration, simple analysis is afforded and the point system 
js considered preferable to a percentage basis, in that salary and bonus changes 
can be treated independently. 


Arriving at Per Point Earnings 

Despite wide diversity in processes within our own factories, bonus plans have 
all been constructed on the same general pattern. However, it need hardly be 
said that earning factors, which are the media for awarding actual point values, 
must be tailored to fit specific circumstances and that variations in methods of 
measuring operating efficiency are unlimited. As a special matter, it will be 
noted from the information to be presented, that the plan is so arranged as to 
permit the full potential earnings under factors measuring operating perform- 
ance, regardless of the actual volume produced. The total standard earning 
value for efficiency factors is set at $2.50 per point and an additional $.50 per 
point is payable, based on a normal production volume. 

Before discussing specific earning factors, it may be of interest to take up 
general considerations. In all efficiency factors, a value is calculated for a one 
per cent change from the standard established. This is based in each case on 
standard cost of only the cost elements in the unit being measured. A separate 
standard is determined for each production item and a base earning per point, 
payable for attainment of this standard, is established. Variations in actual per- 
formance are valued and combined with the base earning, which is then weighted 
to an average earning for the factor on the basis of relationship in the total 
produced. Under this system, expected performance is directly stated, both in 
the bonus write-up and in the monthly bonus calculation reports, and variations, 
are directly disclosed. 

A typical bonus structure is represented in Exhibit 1 and covers data similar 
to that provided for on the summary page of a monthly bonus report form. It 
will be noted, midway of the exhibit, that the base earning of $2.50 for effi- 
ciency factors is adjusted by one-half of the difference in actual earning for 
such factors and the result combined directly with earnings under the capacity 
factor to obtain amount payable per point. This procedure has been developed 
to avoid wide swings in earning results and is not effective in new bonus instal- 
lations involving production goals which might take several years to attain. 

The calculations in Exhibit 1 reflect more detailed ones for each factor. Ex- 
hibits 2 and 3 present actual bonus formulas on factors which are common in 
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DERIVATION OF EARNING PER POINT FOR BUDGET GAINS OR (LOSSES) 
FACTOR 


A Base Earning of $.2500 per Point is established under this factor for 
a 00.00% Budget Variation. 

For Each 1.0% Actual Expense is Under or (Over) Standard Allowance, 
Adjust Base Earning of $.2500 per Point as follows: ADD or (DEDUCT) 


To Determine Calculated Earning per Point: 

A. Determine value per point in accordance with the above formula based 
on the total Gain or (Loss) in the last three months, measured against 
the total Standard Allowance in the last three months, as shown on the 
regular budget statements for the following departments: 


Dept. 


Power and Boiler 
Mixing 
Melting, Drawing and Capping 
Blank Transportation 
Grinding and Polishing 
Wareroom 
Packing and Shipping 
General Plant 
Laboratory 
(Include 50% Only of Total Gains or Losses in Repairs and Main- 
tenance Accounts in all departments.) 
NOTE: Detail of Budget data for the bonus month shall be shown on the bonus 


report, along with totals for the two months immediately preceding, to 
arrive at the three months’ total to be used for bonus computation. 











EXHIBIT 2 


many of our bonus plans. Exhibit 4 shows actual earning calculation undet 
formulas in Exhibits 2 and 3. All figures used are selections purely for purposes 
of demonstrating the mechanics of earning calculation. 


Consideration of the Several Earning Factors 


Space limitation precludes full discussion of the many complexities in glass 
manufacturing processes, which must be carefully considered in design of bonus 
formula and which directly influence approach to valuation of factors. How 
ever, in an effort to provide information which may be of some definite aid to 
the reader, the various earning factors in Exhibit 1 are briefly described in 
order shown. 


I Budget Gains or Losses—This factor measures performance on all controllable 
costs at a factory, as recorded on regular departmental budget statements. The earning 
formula for the factor is illustrated in Exhibit 2. It wili be noted that a three months 
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average basis is used to level the effect of good and bad months and, further, that a 
50% factor is applied to variations in repairs and maintenance accounts in which 
sizable nonrepetitive charges frequently occur. 

Il Operating Efficiency Stake—In order to keep budget allowances and standard 
cost on a current basis, it is necessary to make periodic revisions which, since this data 
is tied into bonus computation, would serve to penalize participants for good perform- 
ance. When reviewing bonuses, the net value of gains made in a prior period, which 
can be classed as accomplishments of factory groups, are set up as gains under this 
factor and are allowed for six months at 100 per cent of bonus value and an additional 
six months at 50 per cent. 


Ill Labor Stake—This factor represents a specialized application for measurement 
of labor efficiency in correlation with budgets for classifications allowed on the basis 
of product units produced, 


IV Glass Making—This factor measures results in the initial stage in glass manu- 
facture. Bonus procedure is similar to that for Factor VI. 


V_ Losses on Transfers—This type of factor is used to reflect results on products 
shipped to another factory for further processing. No base earning is established in 
such cases and variation from expected performance standards are carried directly 
into the earning total. 


VI Grinding and Polishing—This major process in production of plate glass con- 
sists of laying large translucent sheets received from furnaces on a continuous table 
conveyor line and grinding and polishing to transparency. The operation is covered by 
a dual earning formula to obtain adequate analysis of efficiency. Gross production 
laid is measured by separate standard and value to reflect actual cost savings through 
increased or decreased production rates per hour. Then separate standards are set for 
total product losses incurred in this operation and valued on the basis of total unit 
cost through this process stage. Base earnings is established for each production item 
on average value, since product mix is not controllable at factory level. Where appli- 
cable, a cost factor is applied to valuation of percentage variation in order to properly 
direct management attention. Earning formulas are shown in Exhibit 3. For simplicity, 
only a few items are covered, but any number of product items can be separately 
measured through this procedure. 


VII Wareroom Losses—This factor covers losses incurred in cutting large blanks 
received from grinding and polishing, into sizes and patterns needed to satisfy cus- 
tomer requirements. Bonus procedures are similar to those described under loss sec- 
tion of Factor VI. 


VIII Scratch Polishing—This factor covers one of several types of glass salvaging 
processes for which standard percentages of gross product handled are established and 
valuations made on the basis of actual costs involved. 





IX Plant Capacity—The earning potential in efficiency factors is naturally not 
dependent upon plant activity. This latter factor, which is valued arbitrarily, is used 
te reflect the fact that the total vaiue of cost savings bears a relationship to volume 
of production and also to recognize that, with high volume, entailing increased effort 
and extended work schedules, an increased bonus possibility is desirable. Measurement 
can be based on operating time of a major process which keys general factory activ- 
ity (this is the assumption made in Exhibit 1) or may be based on total product 
units or dollar value. 
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DERIVATION OF EARNING PER POINT FOR GRINDING AND POLISHING 
FACTOR ane 


Laid Basis PER POINT 
A Base Earning of $.7600 per Point is established for attainment of Sq. 
Ft. Laid Standards as specified below by Strengths: 


For Each 1.0% Actual Production Laid per Line Hour as defined below is 
Over or (Under) Standard per Hour: ADD or DEDUCT $ .0380 


Loss (Waste) Basis 
A Base Earning of $.2400 per Point is established for operating with 
Standard G. & P. Loss Per Cent as specified: 


For Each 1.0% Actual G. & P. Loss is Under or (Over) Standard: 
ADD or DEDUCT $ .0700 
STANDARD 
GLASS TYPE $O.FT. LAID STANDARD cost 
AND STRENGTH PER HOUR LOSS % FACTOR 
Ye" Regular 2,475 6.00 1.00 
Ya" E-Z-Eye 2,475 6.00 1.10 
V," Regular 2,350 4.50 1.75 
VY," Regular 1,440 3.50 4.00 


To Determine Calculated Earnings per Point: 

Laid Basis 

A. Determine for each production item Actual Production Laid per Hour 
as follows... 

B. In accordance with the above formula using Actual Laid per Hour 
nay 4 A) and Standard from table above, determine adjustment value 
‘or footage laid. 

C. Adjust Base Earning of $.7600 per point by adjustment value (Step B) 
to obtain Gross Value per Point. 

D. Determine Production Ratio for each production item by dividing Gross 
Line Hours (Step A) by Total Gross Line Hours. 

E. Multiply Gross Value per Point (Step C) by applicable Ratio (Step D) 
and add resultant net values to obtain Calculated Earning. 

Loss Basis 

A. Calculate Actual Per Cent of G. & P. Line Loss by dividing . . . 

B. In accordance with the above formula using Actual Loss Per Cent 
{Step ya Standard from table above, determine adjustment value 

r SG. & P. Loss. 


C. Adjust Base ee of $.2400 per point by adjustment value (Step B) 


to obtain Gross Value per Point. 


Determine Production Ratio for each production item by multiplying 
Total Square Feet Laid (Step A) by applicable Cost Conversion Factor 
from table above and divide resultant Converted Feet Laid by Grand 
Total Converted Feet Laid. 


Multiply Gross Value per Point (Step C) by applicable Ratio (Step D) 
and add resultant net values to obtain Calculated Earning. 
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Administrative Angles: Employee Reaction 


It will have been observed that the plan is plant-wide in scope. While recog- 
nizing that departmental incentives offer the possibility of closer control over 
specific costs, we have a definite preference for comprehensive group plans. 
Based on experience with both types, it is our belief that comprehensive group 
plans, which strongly stress a spirit of cooperation or teamwork through com- 
bination of separate measurements of the important factors involved in manu- 
facture of end product, are most effective in producing desired results both from 
a company and employee standpoint. 

As previously mentioned, simplicity of the bonus setup is considered impor- 
tant in order to maintain participant interest. It is impossible, of course, to 
adequately measure all important phases of a complex manufacturing operation 
without employing some detail. Nevertheless, we believe that our present bonus 
reports provide an accurate and concise summary of each month’s performance. 
Bonus calculations are made at factory offices and results are posted to a simple 
form showing month-to-month comparisons under each factor. For general 
office use, a booklet is circulated each month, covering summary of earning per 
point under each factory bonus plan. Actual payment is made with checks cover- 
ing salaries for last half of the month following that of the bonus calculation, 
but results in most factors can be obtained within a few days following the 
close of the bonus month. 

Bonus structure is subjected to complete review after each general revision of 
budget allowances and standard costs. This is normally done on an annual basis 
and, by this process, bonuses are kept “alive” and participants are made aware 
of the immediate goals which have been established. Budget allowances for 
each department are revised in direct conference with the responsible operating — 
head and production and yield standards are set in cooperation with the plant 
manager, in the light of past experience and all known factors pertinent to 
future operations. We consider participation by bonus personnel in establishing 
their own goals to be one of the important keys to continuance of a successful 
installation. 

No review of a bonus system would be complete without some attempt to 
appraise employee reaction. It appears highly improbable that a plan of com- 
pensation fully satisfactory to all individuals covered will ever be devised. 
However, we can say unhesitatingly that our present incentive plans are viewed 
with general favor and are much preferred over those previously used. As might 
be anticipated, the many keen thinkers represented in our operating groups are 
quick to perceive and call attention to inconsistencies or inequities in bonus 
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procedures or standards. We also encounter arguments that earning possibilities 
are too low. The latter type of comment must be expected but, as a matter of 
policy, we open the door to constructive criticism and data supporting requests 
for revision. While participants would readily attest to the fact that a very firm 
policy is maintained as regards revision in performance requirements, they know 
and appreciate that a continuing effort is made to keep earning formulas on a 
sound and equitable basis. 

The argument that a “good company man” does not require dollar incentive 
for best effort and that incentives will not motivate an employee of lesser basic 
interest, will always retain plausibility. Nevertheless, we consider the sharp 
interest of our operating people in bonus procedures and results to be evidence 
of the value of such plans in promoting and maintaining a “cost consciousness” 
or “efficiency complex” which, from a company standpoint, thoroughly justifies 
their use. 


Not "Best" But “Better™ 


This case study is presented, not with the thought that the plans discussed 
represent the optimum in procedures but rather that some point made or implied 
may be helpful to other companies considering factory management incentives. 
We do not look upon keyman bonus plans as self-policing with respect to fac- 


tory control. We do feel that, given adequate and continued administration, 
they represent one of the valuable techniques for attaining the high production 
eficiency which has characterized American industry and has contributed so 
richly to our way of life. 
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THINKING OF THE NATURAL 
BUSINESS YEAR? 


WHETHER OR NOT to adopt a natural 
business year is a recurring subject in ac- 
counting literature and discussion. It was 
last touched in the N.A.C.A. Bulletin in 
“Another Look At the Natural Business 
Year” by R. Carson Cox in the January 
1952 issue. Since that time, further work 
has been done, including the report devel- 
oped by the Committee on Natural Busi- 
ness Year of the Illinois Society of Certified 
Public Accountants and published in the 
Journal of Accountancy for March 1953. 

As a public accountant, I have long 
advocated the use of the natural business 
year, because financial statements prepared 
at the end of the natural business year 
more nearly reflect the true financial condi- 
tion of the business and the operating re- 
sults for the period then ended, than is 
possible at any other date. On the sub- 
ject as a whole, I feel that two points have 
been given little consideration and should 
be further developed. One of these is a 
serious objection to the use of the natural 
business year, which affects a relatively 
small number of businesses constituting, 
however, a relatively important segment of 
our economy. The second point I have 
in mind appears to be a very compelling 
reason for influencing a shift to a natural 
business year. 

First, let us consider the serious objec- 
tion to a change from the calendar year. 
I refer to the Interstate Commerce Com- 
mission instructions which state: “Balances 
shall be struck for each account at the 
close of each calendar year and balances 
thus determined in each account at the 
close of each year shall be carried forward 
to the corresponding account for the suc- 
ceeding year.” This ruling would appar- 
ently place carriers subject to Interstate 
Commerce Commussion regulations (and 
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regulated public utilities are in a like 
situation) in a strait jacket, insofar as 
using a business year other than a calendar 
year is concerned. 

An additional danger in the use of 
other than the calendar year was pointed 
out in the case of Atlas Oil and Refining 
Corporation (17 TC 133). The taxpayer 
kept its books on a calendar year basis in 
accordance with the general instructions 
of the Interstate Commerce Commission 
but filed its tax returns on a fiscal year 
basis, making proper adjustments to arrive 
at a correct fiscal year operational state 
ment. The court held that the tax retum 
should be prepared in conformity with the 
accounting year recorded on the books, 
Regulations 111, Section 29.41-4 gives 
authority for this line of reasoning as fol- 
lows: “No fiscal year will, however, be 
recognized unless before its close, it was 
definitely established as an accounting 
period by the taxpayer and the books of 
such taxpayer were kept in accordance 
therewith.” 

The second point to be considered here 
seems to me to be strongly in favor of 
changing to a natural business year. This 
is the acceleration of Federal income tax 
payments by corporations. The Revenue 
Act of 1950 accelerated payment of Federal 
income taxes from four quarterly payments 
of twenty-five per cent each to two pay- 
ments of fifty per cent each, effective for 
1955 income taxes, with graduated in- 
creases for intervening years. It is simple 
to see the impact this acceleration will 
have on business, particularly those of @ 
seasonal nature. The natural business yeat 
ends at a period when inventories and 
receivables are at their lowest point, while 
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cash and working capital are at their high- 
est point. The payment of income taxes 
at this period could be made without such 
a heavy drain (proportionately) on the 
available cash resources of the business, 
since it is in its most liquid position. On 
the other hand, if the corporation ends 
its year rather far removed from the end 
of the natural business year, after inven- 
tories have again risen to a high point, 
the corporation will find itself burdened 
with high income taxes to be paid during 
a six-month period, with insufficient cash 
available, and will probably have to resort 
to borrowing or other methods of addi- 
tional financing. 

CLIFFORD E. CRAVER, Hampton Roads 


TWO DECIMALS ARE TWO 
TOO MANY 


WE FEEL A LITTLE PROUD of ourselves 
when we are able to put into effect a 
time-saving idea—even when the idea is 
not original with us. During the year 
1952, our bakery adopted a procedure 
which we put into operation and saved 
many hours of clerical labor. We use a 
conventional check register with a credit 
column for the amount of the check and 
various debit columns for the expense 
breakdown by accounts. In 1952 we added 
two columns-—a debit and a credit—with 
the heading “Expense Variance.” When a 
check is written to pay the telephone bill in 
the amount of $26.60, we charge telephone 
and telegraph with $27.00 and credit “ex- 
pense variance” (from even dollars) for 
40¢. If the bill were for $26.45, we 
would charge the expense for $26.00 and 
variance for 45¢ the breaking point being 
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the half dollar. This procedure saves time 
otherwise required to add the cents in 
expense columns throughout the books and 
statements. 

Naturally, there are a debit and a credit 
column with cents only, to total. At the 
end of each period, the difference between 
these columns is posted to the general- 
ledger and is carried as a permanent ac- 
count. We ended our year 1952 with a 
debit balance of $2.52, which, for all prac- 
tical purposes, is negligible. It is very 
possible that this year, 1953, we will have 
an offsetting entry of approximately the 
same amount. If it is so desired, this 
account can be closed at the end of the 
year to any expense account or listed as a 
variance account. 

This handling of cents has the effect 
of saving time ‘in preparation of the cash 
disbursements book, general ledger, trial 
balances and financial statements, because 
there are no pennies to carry forward in 
any of the expense and income columns 
and there are no pennies to handle in 
posting and footing the expense analysis 
ledger and preparation of detail operating 
statements. 

We are now contemplating elimination 
of cents from depreciation, insurance and, 
possibly, inventory records. The objective, 
in respect of the depreciation and insur- 
ance records would be to charge off even 
dollars each month, with the final monthly 
charge off being the balance remaining. 
As to what procedures we will install in 
dropping cents in our inventory records, 
this will require quite a bit of study. 

There is no estimate of the number of 
hours we will eventually save when we 
fully complete the system of “cents re- 
moval.” We are able to see currently that 
time is being saved with nothing being 
lost by our advances in this direction. 


LYLE GRESS, Tri-Cities 
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A Profit-Sharing Retirement Plan 4 


by JOSEPH G. SIDAK 


Cost Accounting Supervisor, Solar Aircraft Co., Des Moines, lowa 


The principal provisions of an employee retirement plan, for which 
the funds—which are trusteed—are accumulated by annual contribu- 
tions of a set portion of company profits in excess of fifteen per cent 
of net worth, are given in this article, together with the considerations 
which influenced avoidance of pension plans of other types. Described 
also are the several steps taken to work the program into the fabric 
of company-employee relationships. 


le PENDULUM OF THE LABOR MOVEMENT has brought with it the demand 
for security, not only during the individual's working years but during the 
post-working-years of his life as well. This would seem to be an admission that 


the individual is no longer able to provide during his productive years for the 


nonproductive years which lie ahead. The philosophy of investment and thrift 
would appear to have been transcended by social security and pension negotia- 
tions at the bargaining table. 

Long before the pension plans of the automobile and steel industries came 
into being, our company, mindful of this social trend, was investigating pension 
and profit-sharing plans throughout the nation. Recognizing the obligations 
attendant upon a pension program and its complete inadequacy during an infle 
tionary period, the company explored various plans which would be most favor 
able to both the employee and itself. It is a fundamental axiom that the cost 
of all pension plans is borne by profits. Therefore, the payment of pension plas 
cost during unprofitable years must come from reserves or borrowings. This 
being true, our company elected to adopt a plan which provides for retirement, 
death, disability, and severance, with the contribution cost directly related t 
profits. Prior to writing the plan or trust agreement, two years of extensive 
research was conducted, not only by our own industrial relations and financial 
divisions but also by a firm of specialists in the field of profit-sharing and per 
sion plans. This research and development for an employees’ profit-sharing 
retirement plan (which was the result we came out with) was conducted on out 
own initiative, without demands from the unions. The final plan was then sub 
mitted to the appropriate government agencies for approval and to the unions 
for their acceptance. 
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‘| plan Setup; Where the Contributions Come From 


The purpose and objective of our plan is to promote the interest of the em- 
and the success of the company. We anticipate increased efficiency and 
productivity on the part of employees, combined with a keener interest in the 
company’s successful operation. We also hope to attract and retain outstanding 
employees, promote better morale, and create a closer relationship between em- 
ployees and the company. 


Administration 


The plan is administered by an advisory committee composed of five members 
ind including representatives of management and hourly-paid and salaried em- 
ployees. The functions of this committee are to set up rules and regulations for 
executing the plan, determine eligibility for benefits and manner of payment, 
employ necessary medical, clerical, legal and investment services, publicize the 


“] plan, keep necessary records and approve investments (or sales of investments) 


made by trustee. 

The initial contribution by the company, plus later sstniniteans and all in- 
come gained by the trustee’s investment of the contribution, constitute the fund 
for the plan and are administered as a single trust fund. The trustee has spe- 
cific limitations in regard to investment of the fund and, in turn, is fully pro- 
tected in relying upon decisions of the advisory committee. : 


Contributions 


Fach year that net profits before taxes exceed fifteen per cent of net worth, 
the company contributes to the plan twelve and one-half per cent of this excess 
up to a maximum of fifteen per cent of the total aggregate compensation paid 
to the active participants during the fiscal year. The total fund is for the exclu- 
sive benefit of the participants and cannot revert to the company or be diverted 
for any other use. 


Eligibility, Participation and Benefits 


Any employee who has completed thirty-six months of continuous service is 
4 participant, except that no new employee is eligible if he will reach sixty-five 
before completing thirty-six months of service. Time spent in the armed serv- 
ices, authorized leaves of absence, absence due to sickness or injury, and layoff 
without fault of the employee (subject to certain reinstatement provisions), are 
not considered a break in employment. 
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HOW YOUR ACCOUNT CAN GROW 


when you become a particypant after three years of con- 

tinuous service, an account in the Solar Plan is opened ici * accounts will grow as Solar's profits grow. 
in your name. If Solar makes a contribution to the Plan Ficsvt chee s how pies! caenunas night ach Sicschan 
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In some years Solar's profits will be larger in others 
fea so the amount put into each participant's account will 





be larger in some years than in others. In some years 
— profits may be so small that Solar does not put anything 
one about what 














EXHIBIT 1 


Each participant’s share in the annual contribution is determined by a formuh 
which takes into account his straight-time annual earnings and years of servic. 
The plan provides heavy weighting for years of service to reward and encour 
age long years of employment. Each participant's share is figured in this way: 


1. Multiply average straight-time pay by the company contributes. (This equa 
years of plan service. (This equals the the value of each share.) 
participant's total number of shares.) é 
. ee all for all 4. Multiply the value of each share by ead 
2. Determine total number of shares for participant's total shares to r 
participants. the amount put into each participailt 
3. Divide the total shares into the amount account. 


There is a maximum limit to yearly account participation at a certain ind- 
vidual income level. The fund and income from it are the sole source of benelis 
except that annuities and insurance contracts may be purchased for any employe 
on the inactive list. Upon retirement, a participant may elect to take periodial 
payments or may request the purchase of an annuity or insurance contract. Up 
disability, a participant may draw from his account a stipulated amount ® 
ward rehabilitation. Upon retirement or permanent disability, prior to the com 
pletion of ten years of service, the participant receives the total of his accom 
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in installments. Upon severance prior to ten years of service, the participant 
receives a progressive percentage of his account. Upon death of a participant, 
the beneficiary receives payments in a lump sum or in installments, the method 
having been elected by participant when beneficiary was named. 


Selling the Plan to Employees 


Supervisors are thoroughly informed as to the provisions of the plan by our 
management information program and a special question-and-answer manual is 
provided, in order that they may be qualified to answer the questions of their 
workers. All new employees are issued a booklet entitled, “You've a Date With 
Tomorrow,” which describes the operation and benefits of the plan. Exhibit 1 
indicates the nature of the text. The industrial relations division conducts dis- 
qssion sessions attended by an invited group of active participants, during 
which the plan is fully explained and participants have the opportunity to ask 
questions. Moreover, as part of their indoctrination, employees participating 
in the plan for the first time receive an explanation of it in detail from the 
industrial relations division and an identification card is issued. 

Pre-retirement interviews are conducted as the worker approaches sixty-five 
years of age, in an endeavor to condition him psychologically for retirement. 
At the same time, his economic problems are discussed and financial and legal 
advice is offered. When the individual attains the age of sixty-five, the com- 
pany’s medical director conducts a complete physical examination to determine 
if his physiological age is compatible with continued employment. Retirement 
is not compulsory. 

Periodic account status reports and information relative to the plan are mailed 
to the workers’ homes, so that their families are also apprised. Exhibit 2 is 
an example of such a report. Our house organ reports quarterly financial state- 
ments which disclose accruals for contribution to the plan, the net effect being 
that workers are currently advised on the status of their profit-sharing plan and 
the company’s profit from operations as well. 


The Work of Running the Plan 


Company responsibility in the administration of the plan is confined to cer- 
tain basic duties. From personnel records the industrial relations division estab- 
lishes qualification dates and plan service years and maintains other control 
information pertaining to military leaves, deaths, disability and retirement dates. 
This division is responsible for communications, instruction of supervisory per- 
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To: 


ACCOUNT STATUS REPORT 





As of April 30, 1953 the Bank of America as Trustee for 


the Plan, has informed us that your account stands as follows: 





























Your balance has been affected during the past year by these amounts and your new 
from previous Company Trust Fund balance in 
Plan Year contribution Forfeitures Net Income the Plan is 
This is the This is your This is your This is your This is your 
total credited share of the share of the share of the total account 
to your ac- Company's portions of _ net income of which will 
count at the contribution the accounts the Trust for become pay- 
beginning of to the Plan of those who the year, con- able when 
the Plan year, for the fis- left Solar, sisting of divi- you retire, 
from previous cal year which which they dends, plus die, or become 
years alloca- recently end- were not en- interest, plus disabled, ors 
tions, forfei- ed. Itis titled to or minus gains portion of it 
tures or based on your take with or losses on based on your 
Solar service. and minus any if you should 
costs or ex- leave. 
penses in con- 
nection with the 
fund. 


If you have any questions about your accou:it balance of fhis statement, your supervisor, the Ind- 
ustrial Relations Division, or any member of the Committee will get the answers for you. 


Your ADVISORY COMMITTEE for the 
Solar Profit Sharing Retirement Plan 








EXHIBIT 2 


sonnel relative to the plan, conducting interviews with participants and liaiso 
work with the advisory committee. The financial division of the company maip- 
tains attendance records, computes straight-time earnings, weighted plan eam 
ings, determines the total company contributions for each fiscal year, and th 
amount allocated to each participant’s account. Various other analyses are made 
of the allocation, in total and by income groups, to determine conformity with 
internal revenue requirements. The internal audit department reviews the wor 
of both the industrial relations and financial divisions in these connections, 
whereupon the company contribution for the fiscal year is transmitted to the 
trust. 

The maintenance of participants’ accounts, distribution of fund earnings 
payments to participants and investment of the fund are all administered y 
the trust. 


222 N.A.C.A. BULLETIN 








OcTO 








1 Liaison 


ry maid- 
an eafi- 
and the 
re made 
ity with 
he work 
rections, 
1 to the 


ered by 

















A Substitute for Joseph 


A cry for economic security is being heard from individuals at all levels of 
education and labor classification and, although wars and economic fluctuations 
of the past decade have contributed to uncertainty, the magnitude of this clamor 
is, in our Opinion, unjustified. However, recognizing that the paramount interest 
of the workers is security, the company, in part, has joined them in this philoso- 
phy to the extent that “security is built only on profits and, in turn, these profits 
are shared to our mutual ends.” This concept, to which it would be hard to 
take exception, is being harmoniously met by management and our unions in 
the solving of day-to-day production problems. 

As profits increase the company’s contribution to the plan increases and, cor- 
respondingly, the worker receives a larger share toward his retirement. If profits 
were to decrease or the company enter a loss position, the plan would constitute 
no drain on its reserve. The plan has been proven actuarially sound and, based 
on company profits for the past ten years, places its employee benefits in the 
top seven per cent of pension and profit-sharing retirement plans in the nation. 

The Biblical story which relates the manner in which the seven fat years were 
used to cushion the famine during the seven lean years cannot be applied to 
our present economy, either on an individual or a corporate basis. The tax 
structure precludes such reserves or savings! There has to be an alternative. 
We feel that our profit-sharing retirement plan accomplishes the desired results 
without encumbering or committing the company to a fixed expense. 
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A Material Utilization Incentive Plan 
by ROBERT P. KEEHN 


Treasurer, Frye Manufacturing Company, Des Moines, lowa 


Waste standards have been set for the ordinary causes of spoilage, in 
the company affording background for this article, and underlie the 
plan illustrated. It has been installed in a single key department and 
is supplementary to the company’s production incentive plan. Pre- 
sented are a description of the process involved, the manner in which 
incentive amounts are arrived at, and the reports developed to display 
the waste control results achieved. 


|: ee THE COURSE OF OPERATIONS in the manufacture of carbon paper, 
there is a considerable amount of material waste. Although some of this 
waste is not preventable, there is a portion of the total which is within the con- 


trol of the machine operators and can. be reduced. Since material costs constitute - 


more than fifty per cent of the total cost of producing carbon paper, it is obvious 
that any plan devised to reduce such costs would be of extreme benefit. Aftera 
study of the amount of material waste in the various production departments in 
our plant, it was determined that approximately seventy per cent of the total 
factory waste was in the coating department. Because of this fact, it was decided 
to install a material utilization or waste reduction incentive plan in this depatt- 
ment. The material utilization incentive plan for the coating department, which 
is the subject of this article, is coupled with a production incentive plan and in- 
corporates a quality control feature including operator penalties for poor pro 
duction. 


Coating Department Operations and Procedures 


It will be helpful to give a short general description of the functions of the 
coating department. The Department Flow Chart, Exhibit 1, locates its place im 
operations. It is the department which produces the carbon paper in bulk by 
taking raw carbonizing paper from the paper mills and applying the carbon ink 
The machine which performs this operation is known as a coating machine. The 
operation is rather simple. It consists of taking the raw paper in large roll form, 
placing the roll on the front of the machine, and threading the paper through 
the machine in such a manner that it passes first over the ink roll (which dips 
into the ink pan) then over some heating and cooling rollers and, finally, i 
wound on a drum or core. When the raw paper roll has been completely coated 
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DEPARTMENTAL FLOW CHART 
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& Cutting : Pack - 
_ Dept. Flat Stock | 
EXHIBIT 1 


and wound on the drum, we have what is known as a jumbo roll of carbon 
paper. From the coating department, the jumbo roll will go to either the slitting, 
processing (special customer specifications in addition to slitting to smaller size 
rolls) or reaming (sheeting—500 sheets to the ream) departments, depending 
upon whether the customer requests carbon paper in plain slit roll form, proc- 
essed or special roll form or flat sheets. Also, it is possible that the customer 
wishes jumbo rolls, in which case those produced in the coating department are 
sent directly to the roll stock wrapping and packaging department. 

All paper roll stock is requisitioned from the warehouse through our produc- 
tion control office. The warehouseman fills these orders according to the coating 
department’s production schedule, issuing paper (in full rolls) satisfying the 
requisitioned quantity. At the completion of the job or run, the paper remain- 
ing (part rolls) is weighed by the material handler and returned to the ware- 
house. The weight of the stub roll returned is indicated on the coating instruc- 
tion sheet (Exhibit 2). Each roll of raw paper is weighed before being placed 
on the machine and recorded on the coating instruction sheet as is the com- 
pleted jumbo roll of carbon paper. Furthermore, all paper waste, both coated 
and uncoated paper is weighed and recorded, as noted below. When the coating 
machine operator finishes the job, completed coating instruction sheets are 
checked and initialed by the department foreman, who makes periodic checks to 
insure a just distribution of waste in the containers and correctly posted weights 
on the coating instruction sheet. The coating instruction sheet is returned to the 
“tun envelope,” or “job ticket jacket,” which follows the job through the plant 
to completion. 
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COATING INSTRUCTION SHEET 
Operator Coating 
ce TE Machine No. 
Record of Paper Used 
waste a 
e Returned oe a 
Roll Roll Wrap-| Core | Waste | Reason for Waste to ason for Returning 
No. Weight per Inventory < 
1 
2 (ACE) 
Saal org 
i ie lel 





Record of Finished Goods Made 





Gross | Core 
Accumulated| Roll| Roll | or Waste Reason for waste 
Yardage Yard. | Weight} Drum 


SOE FS ao Eee See 


EXHIBIT 2 


Waste Recording and Waste Standards 


Two individual waste containers are located at each coating machine. Oneis 
set aside for uncoated paper waste, the other for coated paper waste. As waste 
occurs, the operator throws it into the appropriate container. The material 
handler weighs this waste after each run, or before if the containers become full, 
and notifies the operator as to the type and amount of waste, by writing this in- 
formation on a Paper Waste Weight form (Exhibit 3) in duplicate and present. 
ing the original copy to the operator and duplicate to the foreman who inspeds 
it and forwards it to the incentive analyst at the close of the day. The oper 
ator transfers the waste figure to the coating instruction sheet. After the me 
terial handler weighs the waste from each run, it is dumped into large waste 
carts located at the entrance of the department. When filled, each large waste 
cart of coated and uncoated waste is weighed and the figure posted on a special 
form, Total Department Paper Waste (Exhibit 4). This form is turned over to 
the department foreman who forwards it to the incentive analyst's desk at the 
close of the shift. The weighed carts are taken to the waste paper baling section 
where the waste paper is baled and later disposed of. Since we have a two-shift 
operation at our plant, it quite often happens that two operators will work on 
the same job or run. When this occurs the total waste on the run is pro-rated 
between the two operators on the basis of the total yards produced by each. 

In the event of heavily damaged uncarbonized paper mill rolls, due to me 
terial handling, etc., the operator immediately contacts his foreman before he 
takes any steps to remove the waste from the roll. The foreman inspects the roll 
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_——— damage, determines how much material can be salvaged and instructs the oper- 
ator accordingly. The waste is weighed separately and identified on the coating 
——— | 8 instruction sheet. The foreman approves the special charge, if the weight is ex- 
— cessive, by initialing the sheet. Determining whether or not the waste is exces- 
ring Ral sive, is left entirely up to the individual foreman because some paper damage 
— has been allowed for in setting the waste standards. The amount of excessive 
waste is circled when posted to the coating instruction sheet. 
> However, for purposes of the incentive plan, allowable waste had to be more 
a definitely known. In establishing the waste standards, it was first determined 
ee 
PAPER WASTE WEIGHT 

- Operator Clock No. IN: cciteipraisanancacienateidgeibal 
nN Coating Dept. 

NED sctstsrscessennncoessiniteeneneads SEE « xcrcrecnintisansinigionene 

Slitting Dept. 

Regular 0.0.0.2... Flag sosssnnnnnnnnnnnnnennnnncengnnens 
One is Reaming Dept. 
S waste BI ics cccsosens sists ahanespctantiassiine I ensninineeitlttinlgtcinas 
naterial 
ne full, EXHIBIT 3 
this in- . 
yresent: what constituted normal waste under the expected operating conditions. Normal 
specs waste was defined as the amount of waste an experienced operator of average 
oper. skill would incur while giving the machine adaquate attention. This normal 
he m: waste standard for each of the conditions was then increased by a fixed per- 
. waste centage so that a good operator could show an amount of waste less than stand- 
. waste ard. Material waste standards were determined for the following conditions: 




















. Setting up a new job.—This operation 
consists of making the necessary roll 
changes and adjustments of the pattern 

at the until approval from the foreman is re- 

ceived. Since the roll changes are ac- 


4i 


section counted for separately, this waste stand- 

o-shift ard includes only waste incurred in the 

ock c8 adjustment of the pattern and adjust- 
ment to get the desired thickness and 

)-rated uniformity of ink coating. 

ch. 2. Mill roll changes.—The number of times 


that raw paper rolls are placed on the 
oO ma coating machine is determined by count- 
ing the number of raw paper roll weights 


used on the run, as shown on the coating 
instruction sheet. 


. Miscellaneous waste—This reason for 


waste is generally the result of blank 
spots, ink spots, wrinkles, patches, and 
“start of roll." These occur at undeter- 
mined intervals during the course of a 
run. When they occur, the bulk of the 
waste is generally taken out by the coat- 
ing operator and a red flag is inserted 
in the roll to warn the operators in the 
finishing departments, i.e., slitting proc- 
essing or reaming, that a break exists in 
the roll and that some waste will have to 
be removed. 


re roll Our waste standard schedule for the coating department is shown as Exhibit 6. 
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Incentive Procedure Up to Determination of Bonus Percentage 


When the order has been completed and shipped, the run envelope which in. 
cludes the completed coating instruction sheet, is routed to the accounting de. 
partment. After the order has been billed to the customer, the run envelope js 
given to the cost accounting clerk for analysis. Each job is costed out for pur 
poses of the cost accounting department and the material utilization plan, Ip 
costing out a run, and to provide underlying facts for calculating incentives, the 





————_ 


Total Dept. Paper Waste 





) Net Weight (Ibs. ) Dept. 





Uncoated Coated || Uncoated | Coated | Uncoated | Coated 


SIGNED TOTAL 


EXHIBIT 4 























following information is taken from the coating instruction sheet and posted to 
the top portion of the Costing-Summary of Materials & Labor Sheet (Exhibit 5). 


Basic Data Incentive Data 
1. Kind of paper used on job. 12. Width of paper used on job. 
2. Gross weight of wrapped uncarbonized 13. Number of set-ups. 
mill rolls. 14. Type of set-up—"Allover coated” or 
3. Core and Wrapper weights. "Stripe Coated." 


4. Mill roll waste. (The circled waste 15. Number of roll changes. 
figure is separated from the total mill 16, Total width of the coated area. (If « 


roll waste incurred during the run and stripe job, it is necessary to add up the 
posted as a separate figure on the cost- widths of the coated stripes.) 
ing-cummery. 17. Coating Machine number. 

5. Weight of uncarbonized paper returned 8, Operator clock number. 
to inventory. 19. Date. 
Ink formula number. 20. Yards produced by operator. 


. Gross Weight of coated paper. 
Coated waste weight. 
. Core or drum weight. 
. Imterleaver used on run, if any. 
- Coating hours required on job. 


After the cost accounting department has summarized the information it needs 
to determine the total cost of the job, the costing-summary sheet is routed to the 
incentive analyst. When the costing-summary of materials and labor is received 
from the cost accounting department, the first step toward the calculation of the 
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EXHIBIT 5 


|. Actual material used: 
a. Determine the total material used on 


the job by totaling the amount of 
net paper used, the amount of ink 
used and the amount of uncoated 
waste which occurred (but not circled 
waste which is due to heavily dam- 
aged mill rolls). 


2. Standard amount allowed: 
a. Determine the standard amount of 


paper required for the job’ by the 

following procedure— 

(1) Refer to the paper standards to 
determine the weight of paper 
per M yards for the kind and 
width of paper used on the run. 





bonus for the operator is to complete the lower portion of the Exhibit 5 and de- 
termine the amount of material saved or wasted. The steps taken in this calcu- 
lation for each run may be outlined as follows: 


(These paper standards have 
been AE os out by computations 
from the basic weight of the 
paper specified by the supplier.) 

(2) Multiply the yards produced by 
the pounds per M yards and re- 
cord the total in the space pro- 
vided. 


b. Determine the standard amount of ink 


required for the job by the following 

procedure— 

(1) Calculate the total width of the 
coated area, 

(2) Referring to the type of paper, 
ink formula number, and, with the 
coated width, locate the stand- 
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ard pounds of ink per M yards 
from the ink coating standards. 
(These standards were deter- 
mined by computation from the 
results of laboratory tests for all 
the various types of carbon paper 
manufactured in our plant.) 
Calculate the amount of ink re- 
quired for the job by multiplying 
the standard weight per M yards 
by the total yards produced. 
Record the number of setups and 
multiply by the allowable waste per 
setup. 
. Record the number of ill roll 
changes and multiply by the allow- 
able waste per mill roll change. 


. Record the number of yards pro- 


duced and multiply by the allowable 
waste per M yards for miscellaneoy 
causes. 

. Add up the above figures to arriv 
at the total amount of material g 


lowed. 


3. Subtract the total standard material al 


lowed from the total actual material 
used, or vice versa, and post the differ 
ence on the line reserved for material 
saved or wasted. If material is wasted, 


circle the amount. 


. Post this difference on the Material Uti. 


ization Charge Sheet (Exhibit 7). This 
sheet is kept on a weekly basis for each 
operator and, at the close of each pay 
week, it is used to determine the bonus 
percentage for the coating operator, 





COATING DEPARTMENT WASTE STANDARDS 


ONETIME AND PENCIL 

BOOK AND Under 30" WIDE 
REASON FOR WASTE UNIT HALFTONE 30°" Wide AND OVER 
Roll Change Lbs./occ. y 2.0 
Set-up Allover coated Lbs./occ. 0.9 
Set-up to Stripe Lbs./oce. 1.8 
Set-up Transverse Lbs./occ. .! 4.0 
Misc. Allowance Lbs./1,000 yds. 2.2 











EXHIBIT 6 


Should defective merchandise slip through our plant to the customer or if 
the defective merchandise is discovered while still in our plant, a mistake report 
is prepared and the situation is investigated by our plant superintendent. By 
checking the run envelope on file, we are able to identify the operator respon- 
sible. The incentive analyst receives a copy of the mistake report and deducts 
the weight of the defective merchandise on the daily charge sheet for that oper- 
ator for the current week. If the weight of the defective merchandise exceeds 250 
pounds, the incentive analyst uses only a minus 250 pounds in the computation. 
In this way the operator is penalized for any merchandise produced which is 
below standard quality but, in the event of a large loss, is not penalized beyond 
the point at which he might lose initiative or his interest in the program. 

The steps taken to determine the bonus percentage for each coating operator 
from the material utilization daily charge sheet at the close of each week are as 
follows: 
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scel MATERIAL ULITIZATION CHARGE SHEET 
COATING DEPARTMENT 
$ to arrive 
vaterial a Week Ending Operator 
Clock No. 
raterial : 
1 mat < INDIVIDUAL PERFOR MANCE JOINT PERFORMANCE 
the differ. 
r material lorder Material Ink Order Material Ink 
ts wasted, No. Yards Gain st ain Lost No. Yards “Geis Lost f tai Lost — 
. ne . 
terial Util. - ; pie 
} for each 
te beat | tou Total 
tal ota 
Derator. Difference (ibs. ) Difference (Ibs. ) 
by Difference (lbs. ) I 

Total Difference of Previous 5 Weeks (lbs. ) 
—e Total for 6 weeks (lbs. ) 

Running 6 weeks average (lbs. ) 

Bonus Percent 
oe EXHIBIT 7 
VER 





A. Total the amount of material saved and 
the amount wasted on runs worked on 
during the week, as shown on the oper- 
ator's daily charge sheet and determine 
the difference for the week. 

B. The differences determined during the 
previous five weeks, plus or minus the 
difference during the current week, di- 
vided by six, gives a running six weeks’ 


average weight of material saved or 
wotel The reason for the six weeks run- 
ning average is to prevent the operators 
from earning wie! “feast or famine" 
bonuses from their individual weekly 
efforts. 


4 es to the Material Utilization 


Bonus Classification (Exhibit 8) the per- 
cent of bonus is readily determined. 


Incentive Calculation; Bonus and Waste Reporting 


The calculation of the coating machine operator’s bonus hours for material 
utilization is handled in the following manner. Suppose that a coating machine 
operator has 45 clock hours, spends 40 hours on standard production and pro- 
duces 44 hours. After reviewing the material utilization bonus classification 
schedule, it is found that a 15 per cent bonus should be allowed the operator for 
his performance in material utilization. The 44 hours produced, multiplied by 
15%, equals 6.6 bonus hours earned for material utilization. Should the oper- 
ator’s material utilization bonus classification schedule show a 8% bonus for 
the week, the 44 hours produced is multiplied by 8%. This equals 3.5 hours 
which is subtracted from the 4 hours earned on the production incentive plan, 
netting the operator .5 bonus hours for the week. 

No particularly scientific method was used in determining the material utili- 
zation bonus classification schedule. It was based on individual judgment and 
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MATERIAL UTILIZATION 
BONUS CLASSIFICATION 

Six-Week Average Weight M. U. Six-Week Average Weight M. U, 

of Material Saved or; Bonus of Material Saved ot Bonus 
Wasted. ra Wasted 2 
Over 125 25 -204 To -195 -8 
116 To 125 24 -214 To -205 -9 
106 To 115 23 -224 To -215 -10 
96 To 105 22 -234 To -225 -11 
86 To 95 21 -244 To -235 -12 
76 To 85 20 -254 To -245 -13 
66 To 75 19 -264 To -255 -14 
56 To 65 18 -274 To -265 -15 
46 To 55 17 -284 To -265 -16 
36 To 45 16 -294 To -285 -17 
26 To 35 15 -304 To -295 -18 
16 To 25 14 -314 To -305 -19 
6 To 15 13 -324 To -315 -20 
- 4 To 3 12 -334 To -325 -21 
- 14 To - 5 11 -344 To -335 -22 
- 24 To - 15 10 -354 To -345 -23 
- 34 To - 25 9 364 To -355 -24 
- 44 To - 35 8 -374 To -365 -25 
- 54 To - 45 7 -384 To -375 -26 
- 64 To - 55 4 -394 To -385 -27 
- 74 To - 65 3 -404 To -395 ~28 
- 84 To - 75 4 -414 To -405 -29 
- 94 To - 85 3 -424 To -415 -30 
-104 To - 95 2 -434 To. -425 -31 
-114 To -105 1 -444 To -435 -32 
+124 To -115 0 -454 To -445 -33 
-134 To -125 -1 -464 To -455 -34 
-144 'To -135 =2 -474 To -465 -35 
-154 To -145 -3 -484 To -475 -36 
-164 To -155 -4 -494 To -485 -37 
-174 To -165 -5 -504 To -495 -38 
~184 To -175 -6 -514 To ~505 -39 
=194 To -185 -7 -524 To -515 -40 

EXHIBIT 8 


past experience. The purpose in constructing the schedule so that it does not go 
beyond 125 pounds or 25 per cent bonus for the week is to discourage any 
further savings of material on the part of the operator, since such savings would, 
in many cases, reduce the quality of the finished product below the minimum 
standards. 

It may be noticed that the schedule carries negative bonus percentages. This 
was a recent addition to the original plan, the purpose being to emphasize the 
material utilization incentive plan and de-emphasize the production incentive 
plan. Under the production incentive plan, the above-average coating machine 
operator is able to earn from ten per cent to approximately thirty per cent bonus 
on hours worked on standard. Should the operator concentrate on speed in pto- 
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EXHIBIT 9 


duction and ignore material waste and quality merchandise, he is very likely 
to find his production bonus wiped out by a negative material utilization bonus. 

At the start of each pay week the material utilization bonus percentage earned 
by each operator is posted in the coating department. A Material Utilization 
Weekly Bonus Report (Exhibit 9), setting forth this information, is sent to the 
plant manager, plant superintendent, payroll department and the coating depart- 
ment. 

Information gathered from the daily waste weight reports, production reports, 
etc, is compiled and submitted as a weekly Material Waste Report (Exhibit 10). 
This report is sent to the president, plant manager, comptroller, plant superin- 
tendent, and to the individual production department foreman concerned. It 
contains information on waste, not only for the coating department but for other 
departments as well, although no material utilization incentive plan is in effect 
in these departments. We gather and accumulate this information for purposes 
of checking waste, general information, etc. Actually, a large percentage of the 
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waste shown in the slitting, processing, reaming and cutting departments origi- 
nated in the coating department and was caused by the coating machine oper- 
ator. This is the miscellaneous waste which was red-flagged when the roll was 
being coated and was not taken out of the roll at that time. The slitting and 
processing departments are able to take out this waste and splice the rolls. The 
reaming department is able to eliminate the waste from the rolls as they are 
being sheeted. 


Lowered Material Costs 


It is very difficult to evaluate the effect of the material utilization incentive 
plan on costs and company profits. Our monthly operating statements show 
that the percentage of raw material costs has decreased substantially since in- 
stalling the plan, without any decline in basic material costs. Although we like 
to feel that the plan is largely responsible for the decreased cost of materials, we 
realize that there are many other factors working toward this end, such as factory 
supervision, purchasing efficiencies, improved machine maintenance, etc. Thus, 
we can only surmise that the material utilization incentive plan has contributed 
greatly to a reduction in material costs. 

In addition to making the operators active participants in our battle to reduce 
waste, by stimulating them to closer attention to their machine and thoughtful 
consideration of their work habits, the plan enables us to identify the wasteful 
machine operators and improperly functioning machines so that effective cor- 
tective action can be taken. Furthermore, the plan offers the operators the op- 
portunity to earn more money, thus cutting down turnover in our plant through 
better employee relations. 

It is hoped that, through this article, other manufacturing companies, whose 
cost of materials constitutes a large proportion of the total cost of the finished 
product, may benefit from the example here given of a successfully operating 
material utilization incentive plan. 
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THE WORKSHOP 


Looking Forward to a 
Faster Annual Closing 
by E. R. HOFFMAN 


Staff Accountant, General Mills, Inc., Mi polis, Mi 








A four-step procedure to quick-step a necessary and always eagerly- 
awaited accomplishment, which is often overly costly and drawn out 
in large companies and small—perhaps more so in the former cate- 
gory —, is here presented against the background experience of a com- 
pany with a country-wide array of manufacturing, storage and 
marketing units. Laying the groundwork and stream-lining the action 
are depicted, along with maximum speed in effecting consolidations 
and maximum coordination of internal accounting efforts with those 
of the independent public accountants. 


) iw PROBLEM OF COMPLETING the annual closing is a big one in a company 

with diversified and widespread operations. Every part of the whole process 
must be at its proper place at the proper time, or delays will result. Delays are 
costly, both in time and money, and usually a saving in time is a saving in 
money. In addition, management decisions may wait upon the completion of 
an annual financial statement and profit and loss statements. For these reasons, 
industrial accountants are all concerned with completing the annual closing as 
promptly as possible. 

The purpose of this article is to describe the methods used by our company 
in its annual closing. Over a period of years, we have developed procedures 
which make it possible to publish annual statements quite promptly. For ex 
ample, summary profit or loss statements are furnished management at the middle 
of the first month following the fiscal closing date, and the published stock 
holders’ report is issued prior to the end of the second month following the close 
of the fiscal year. 


Business and Organization of the Company 


In addition to its basic flour milling activity, our company processes soybeans 
and fatty acids, manufactures home appliances and other mechanical equipment, 
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animal feeds and packaged cereal products, and owns a line of farm 
stores and country elevators. It maintains sales offices in 67 cities from Hawaii 
to San Juan, Puerto Rico, operates 36 manufacturing plants from Los Angeles 
to Buffalo, and has a line of 67 farm stores and 84 country elevators. The head 
office of the company is in Minneapolis, Minnesota. 

Our accounting organization is based on a divisional setup, with each division 
maintaining its own general ledger and detailed supporting data. The divisions 
are organized in part according to products manufactured and sold and in part 
along the lines of geographical location. A division comptroller is in charge 
of the accounting in each division. The division comptrollers are functionally 
responsible to the company comptroller and to his headquarters staff in Minne- 


apolis. 
Uniform Account Classification and Definition Needed 


The prompt consolidation of accounting data of a diverse and widespread 
organization requires a uniform account classification.- To accomplish this, the 
head office accounting department has prepared manuals of income, purchase, 
expense, and financial statement accounts. These manuals prescribe authorized 
control and detail accounts and also list the specific items which go into each 
account. The manuals authorize a uniform system of account numbering, used 
both for hand tabulation and for machine methods. For example, in the financial 
statement accounts manual the section on customers’ accounts receivable tells 
what items should be charged to this controlling account, when the charges are 
to be made, and the conditions and method of charging off uncollectible accounts 
to the allowance for bad debts account. 

The expense manual authorizes controlling accounts related to individual and 
departmental expense responsibility. Thus, the expense totals for each control- 
ling account-—such as products control expense, administrative expense, or field 
selling expense—reflect the expense for which the executives in charge of these 
departments are responsible. The manual also outlines the general types of ex- 
pense chargeable to each expense control and gives rather detailed lists of the 
items which may be charged to the individual detailed expense accounts. For 
example, under office supplies are listed — among other items — note books, 
wrapping paper, twine, desk trays, dust cloths, brief cases, erasers, etc. Under 
plant operating supplies are listed brooms, brushes, cleaning compounds, trash 
containers, dust pans, mops, first aid supplies, bailing wire, etc. It has been our 
experience that a detailed list of items chargeable to each account is desirable, 
since it promotes uniform classifications, thus avoiding correspondence. 
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The number of controlling general ledger accounts is limited. In the balang 
sheet category, the controlling accounts generally represent only the accounts 
actually used for financial statement presentation. In the expense classification, 
twenty-six controlling accounts are grouped according to production, distriby. 
tion, and administrative expense. Not all of the accounts are used by each 
division. 

Within the framework of the account manuals issued by the head office, each 
division comptroller prepares his own chart of accounts to fit the operations of 
his division. Such charts conform to the general classification and numbering 
system authorized by the head office. However, a further subdivision of both 
balance sheet and operating accounts may be made by the divisions by means of 
additional numbers, used as location codes to designate individual branch offices, 
mill locations, etc. The divisions’ charts of accounts are reviewed in the head 
office for conformity with the over-all account structure. 

Field personnel use the divisional charts of accounts, together with the ac 
count manuals, to properly classify transactions. Thus, uniformity of account 
classification is maintained and inquiries and correspondence between the head- 
quarters office and field offices as to account classification, are kept at a minimum, 
In addition, the manuals are available to the public accountants for their use in 
determining the items which should be charged to each account. 

With a uniform account classification established, the more immediate speed- 
up procedures for the closing may be considered. These are planning the closing, 
the use of short-cuts, simplifying consolidations, and cooperation with the public 
accountants, 


Step One: Planning 


In order to do the job of closing, each office and each accountant in each 
office must know what must be done and when it must be done. This means 
that the job must be planned and scheduled. Planning the closing is probably 
the most important part of the entire task, and it has to be done before the 
actual closing begins. Included in our planning procedure are the following: 

1. The closing manual. 


2. Closing forms and schedules. 
3. Schedule of dates. 


The closing manual, issued by the company’s chief accountant, consists of 4 
description of the special reports, year-end adjustments, verification requirements, 
etc., necessary to complete the closing. The manual is reviewed and brought 
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te annually, prior to the end of the fiscal year, and significant changes 

are reviewed with the public accountants. The revised portions of the manual 

are issued to the divisional and plant accounting groups in time for them to 
become familiar with changes before the actual closing begins. 

The following list includes some of the subjects covered in our closing 


manual: 


|. Instructions for closing the books. . Inventory valuation. 
2. Special year-end adjustments. . Securing market quotations for invest- 


3. Determination of contingent liabilities. ments. 
4, Verification of interdivisional transac- . Suggested form letters for account veri- 
tions. fication and other purposes. 


5. Verification of inventory quantities in . List of officers authorized to sign in- 
conjunction with the public accountants. ventory verification statements. 

6, Classification of items to be included 1. List of addresses of the public account- 
as prepaid expense. ants’ local offices. 


The above is not a complete list, but it does indicate the type of material in- 


duded in our closing manual. 
There are many benefits gained from using such a manual. Among them are: 


|. Uniform procedures are established for 4. Questions arising in the field in connec- 
all offices. tion with the closing are answered by 


2. Consistent accounting practices are fol- reference to the manual rather than by 
lowed from year to year. correspondence with the head office. 


3. The public accountants are apprised of 5- By using such a manual, voluminous and 
the official closing procedures of the largely repetitious closing instructions, 
company by reference to the manual. which otherwise must be issued each 

year, are made unnecessary. 

The second part of our planning is the preparation of closing work schedules 
for use by the divisions. These work papers are reproduced by the head office 
on columnar paper, with appropriate line captions and columnar headings. Each 
divisional office is responsible for completing a set of such work papers sum- 
marizing its operations for the year. The following examples indicate the types 
of information required by these schedules: 





1. Cash ts—S ary reconciliation 4, ee ag | summaries—Detail of inventory 


of bank statement balance with financial values, by type of products, basis of 
statement balance. valuation, etc. 

» Customers’ accounts receivable—Sum- §. Inventory valuation allowances—Detailed 
mary aging of balances, segregation of computation by products according to 
secured accounts, segregation of amounts formula. 


due from the U.S. Government, segre- , 

gon of amounts payeble' im foreign Tota expense —Claied to contrm fo 
a Commission. 

Allowance for bad debts — Summary Sales i . . 
analysis of transactions showing appropri- ’ Soh y by activity or 
ations charged to bad debt expense, product. 

customers’ accounts receivable charged 8. Interdivisional purchases— Summary to 
off, collections on accounts charged off, permit elimination for the determination 
etc. of net corporate sales income. 
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EXHIBIT 1 


Exhibit 1 is an example of one of our closing schedules, showing an analysis 
of the stocks, bonds, and miscellaneous investments account. 

The closing work papers are used for a number of purposes, including the 
following: 


1. A duplicate of each pleted schedul . The work papers provide information used 
is furnished the public accountant by the in the annual stockholders’ report. 
division office and is used as the audi- 3. They provide information used in prepar 
tors’ working paper for the account ing the annual report to the Securities 
analyzed. and Exchange Commission. 

(It should be mentioned here that the . They are consolidated in the head office 
blank forms are reviewed with the public to preduce a company-wide accounting 
accountants so that the forms will serve summary of the year's transactions. 
the auditors as well as serving the com- 5. They provide data for our so-called “de 
pany.) tailed annual report,” which is a detailed 
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In preparation, these closing work papers are subjected to a liberal cross- 
verification process. For example, closing financial statement balances on the 
schedules are checked against the financial statement itself, while bad debt ac- 
cruals shown in the analysis of the allowance for bad debts account are checked 
against bad debt expense shown on the expense analysis schedule, This prac- 
tice aids in eliminating errors and oversights at the division office level. 

The third item in planning the annual closing is scheduling due dates. Schedul- 
ing starts when the chief accountant prepares an over-all time schedule, beginning 
with the date for a conference between the public accountants and the audit com- 
mittee of the board of directors and ending with the dates for publication of 
the annual report to the stockholders and of the annual report to the Securities 
and Exchange Commission. Working from this time schedule, due dates are 
established for completion of the various closing work papers transmitted by 
the divisions to the head office. The head office sets the cut-off date for inter- 
divisional transactions, while each division comptroller determines the cut-off 
dates for the division’s internal transactions, such as cash disbursements, sundry 
transactions, etc. Thus, discretion is allowed the divisions in order to meet local 
conditions, subject to meeting the over-all schedule of the head office. Once the 
schedule is established, it is rigidly adhered to and no exceptions are allowed. 
This is most necessary because the delay of one small piece of information might 
result i: holding up a considerable amount of closing and consolidating work. 


Step Two: Speeding Up Procedures 





Our company is constantly on the alert for methods and ideas which will help 
to get the year-end closing done in a faster, more efficient manner. All account- 
ing and methods people in both our head office and our field offices are encour- 
aged to present constructive ideas to this end. It is believed that, in any company, 
an examination of the jobs to be done will reveal possible short-cuts. In the fol- 
lowing paragraphs are a few illustrations of the devices which we use and which 
we believe speed up the closing. 

We have found that a punched card system is the fastest means of tabulating 
masses of data. We use such a system for accumulating summary entries of the 
principal classes of transactions, such as cash disbursements, invoice summaries, 
tash receipts, etc. Summary cards punched from each of these sources are com- 
bined into general ledger journal entries. 
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GENERAL MILLS, INC. (CONSOLIDATED) 
Analysis of 
for C s’ Bad Debts 
June 1, 1952 - May 31, 1953 





EXHIBIT 2 


For purposes of consolidating the financial and operating statements of the- 
operating divisions, we use peg-board reports from which amounts are easily 
added to a consolidated total by a comptometer operator. 

To set out items which require special consideration or which arise from 
prior year’s operations, each of the divisions uses a suspense profit and loss a- 


count. A summary of this account is prepared at the end of each year and 
transmitted to the head office. Thus, the general run of accounts contains only 
routine entries. The amounts reported in the suspense profit or loss account by 
the divisions, are reclassified at the head office, as necessary, as cost of goods 
sold, general and administrative expense, etc., for presentation in published 
reports. 

In recording inventory quantities at the plant and warehouse level, pe 
headed inventory work sheets are used, with product, size, etc., reproduced ia 
advance by the headquarters or divisional offices. This method avoids the need 
for writing in the product description when recording inventory quantities. Ib 
addition, inventory work sheets with uniform arrangement of products, facik 
itate pricing and recapitulation of quantities. 

Closing costs for the valuation of flour and feed inventories are completed 
on the first day following the close of the fiscal year. Material costs are based 
on closing market prices and predetermined standard rates are used for product 
tion expense. 

Cost sheets are prepared in advance and, as soon as closing costs are detet 
mined, the values are inserted. These sheets are reproduced, and each office 
sponsible for controlling and reporting inventories is given a complete set of 
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ests. Thus, inventory pricing and extension is completed at the local level, 
avoiding bottlenecks at the central accounting offices. 

A time saving results from using preheaded routine journal entries. Such 
entries can usually be prepared in advance (often a year’s supply can be dupli- 
cated at once) with the account names, account numbers, and proper and ade- 
quate explanation already written, so that all that needs to be done at closing 
time is the insertion of amounts. 

A problem which might cause delays, but does not, is the distribution of head 
office overhead. We do not wait until all of the head office accounts are closed 
and balanced before making this distribution but, rather, determine the distribu- 
tion of estimated amounts within a day or two after the close of the year. Head- 
quarters administrative expense, interest expense, payroll tax expense, and pen- 
sion fund costs are distributed in this manner. We have found that we can 
come reasonably close to actual by examining the larger items of expense. The 
over- or under-distributed amounts are included in the year’s operations as a 
variance factor. 


Step Three: Simplifying Consolidations 


In our company an attempt is made to limit the number of consolidating ad- 
justments at the year-end. Obviously, with a number of divisions, each with its 
own general ledger and each doing business with outsiders and with each other, 
some adjustments are necessary. The two major adjustments which the head 
office must make are the elimination of interdivisional sales from the company’s 
gross sales and the elimination of interdivisional profits from inventories. 

We determine the net sales of the company through the device of using an 
interdivisional purchase account in each division. The closing balances in these 
accounts are applied against gross sales to arrive at the net sales of the company. 

The elimination of interdivisional profits from inventories is done at the 
head office. Each division reports the quantity of interdivisional purchases in- 
duded in its inventory while the selling divisions report their estimated per unit 
profit on interdivisional sales. Based on this information, the necessary adjust- 
ment in inventory values is computed and set up by the head office, the contra 
charge being to the current year’s profit or loss. The advantage of this method 
is that each division can price its own inventory on the normal basis without 
making any special adjustment or communicating with other offices to deter- 
mine the amount of interdivisional profit in the costs it is using. 

Analyses of other accounts on a consolidated basis are made on preheaded 


OCTOBER, 1953 243 





work sheets, with the various additions and deductions listed horizontally ang 
the divisional designations vertically. 

Exhibit 2 is an example of such a consolidating work sheet, showing the cop 
solidated analysis of the allowance for customers’ bad debts account. 


Step Four: Cooperating with the Outside Auditors 


One point which the reader will notice in the discussion above is the dos 
cooperation prevailing between the company and the public accountants. This 
factor is so important that it merits some additional comments. 

It should be apparent that both time and money may be saved by letting 
company personnel do as much as possible of the public accountants’ detail work 
for them. Some examples of how this is accomplished in our company are out 
lined in the paragraphs which follow. 

The amount of routine checking necessary by the public accountants at the 
year end can be reduced by use of an internal audit program integrated with 
their needs. By reviewing the internal audit program periodically with th 
public accountants, much of the routine checking of account classification, 9 
tems of internal control, etc., which might need to be done at year end by the 
public accountants, may be taken over by the internal auditing program. 

Regular company accounting personnel can prepare analyses of the year's 
transactions and of closing balances of the various accounts. It has been met 
tioned that the divisional closing work papers are reviewed with the public ac 
countants before being reproduced at the head office. When these work papers 
are completed by the divisions, copies are given the public accountants and 
serve as their working papers and analyses of the accounts. The public account 
ants make such checks of these work papers as they believe necessary, yet the 
procedure described means that the routine preparation is done by company 
personnel, who are familiar with the accounts and who would have to do mot 
of the same work in any case as a part of the closing effort. 

Also, the use of teams, composed of company personnel and public account 
ants, to verify inventories makes it possible to accomplish this routine job mor 
efficiently. 


The policy of year-around cooperation with the public accountants saves time 
at year-end. As special problems arise during the year, they are discussed and 
an agreement reached. Thus, at year-end, both the comptroller’s staff of the 
company and the auditors can concentrate their attention on completing tht 
closing, itself, rather than being diverted by the discussion of special problems 
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Many of the more routine clerical jobs may also be done by company em- 
ployees for the public accountants. Examples include the preparation of letters 
to banks covering the status of drafts deposited for collection, the preparation 
of letters verifying amounts due to or from employees, etc. Such verification 
statements can be prepared by company employees in conformity with the pub- 
lic accountants’ requirements and then given to them for checking and mailing. 


In Brief 


In summary, we believe that, for a company such as ours, the annual closing 
can be speeded up by starting with a uniform and well-constructed classification 
of accounts, followed up by careful planning of closing precedures, with as- 
sigament of specific responsibilities to each office. Further speed-up can be 
gained by using such short-cuts and simplified procedures as can be devised and 
by close cooperation with the public accountants. 


How to Make I-Day Easier 


By WALTER F. BEACH 


Controller and Assistant Secretary, Crouse-Hinds Co., Syracuse, New York 


Maximum preparation for a weekend physical inventory is the goal of 

the planning procedure to which expression is given in this article. 

The organization is alerted well ahead of time, group meetings are 

heid, and instructions are issued. Procedure on inventory day is also 

described. The company involved utilized some 27,000 inventory 
tickets in the inventory of a recent year. 


HE NEED FOR CAREFUL PLANNING case, there is a great deal of room for 
of a physical inventory may be improvement. 
ttadily appreciated by some account- Time spent in planning the inven- 
ants and other members of an organi- tory program pays big dividends. There 
ution responsible for inventories. ON are many advantages, a few of which 
the other hand, it is not uncommon to ose: 
hear the remark, ““We’ve taken inven- ‘ 
twits for years. It’s an old story and '" the inventory obective: methods for ob 
we know how to do it.” A little in- taining this objective and the position 


ll ; r of each department or group of an or- 
vestigation often reveals, in the latter ganization in the total picture. 
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Announcement of Annual Inventory of Production Materials 
From: W. F. Beach Date: October |, 1952 


. Our annual inventory of production materials will be taken on Saturday, Novem 
ber |. Full details of the procedures to be followed will be discussed with you 
within the next week or ten days. It is expected that the procedures used in past 
years will be followed. 


. A factor which greatly contributes to a satisfactory inventory is advance plan 
ning by each foreman. There are many details that can be taken care of before 
the actual inventory count, such as arrangement of stock; collection and disposh 
tion of odds and ends of materials, scrap, etc. 


. Excess quantities of materials may be returned to the stockroom. However, this 
should cover only overruns, stock left over on completed production orders and 
unreasonably large quantities of floor items. Please do not return materials to 
the stockrooms just before inventory and then draw it out again right after in 
ventory. This causes a lot of unnecessary work for everyone. 


. This letter is written to you so that you can begin now to make your plans for 
the inventory and arrange to have enough men available to do the fine job you 
have done in past years. The auditors will again check our work, and a careful, 
complete and accurate inventory makes the job easier for all of us. 
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EXHIBIT 1 


. Advance correction of difficulties which Accounting— 
would cause confusion at inventory time. a. Preparation of all inventory supplies, 
. Proper “tie-in” of all inventory elements, such as instruction sheets, inventory 
such as scrap materials and containers tickets and ticket control sheets. 
returnable for credit. . Conduct of inventory _ instruction 
meetings with factory personnel, 
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. Survey of location of materials and de- : : , 
termination of whether or not they are - Cooperation with outside accountants 
to be included in the count on inventory (auditors). 
day. Recent years of high business ac- . Over-all contro! of inventory tickets 
tivity have made it necessary to use . Survey and review on inventory day 
every square foot of space to greatest of actual inventory taking, and com 
advantage and it is not uncommon to pliance with instructions. 
find materials stored in unusual places. 

Manufacturing— 


. Advance plannin ces a long way to 
e $ oS Control of material movement at it 


show the size and extent of the physical a. ) ! 

inventory jeb and, when this is known, ventory time (materials should mow 

proper steps can be taken to secure suf- only under unusual circumstances). 

ficient personnel to do it. This is a very . Personnel available in each depart 

important factor. Some business organ- ment, stockroom and storehouse, 

inzations use accounting, cost depart- make inventory counts and write it 

ment, production planning, internal audit ventory tickets. 

and similar personnel to do the job. 

Others rely heavily on the manufacturin Stock records— 

force to actually take the inventory, wit a. Act as control center on inventoty 

only supervisory assistance from the ad- day for completion of inve in 

ministrative staff. Our company follows various divisions and for dis 

the second method. accounting and audit personnel fe 
. Advance planning places responsibility examine acceptability of inventory 

for inventory taking. This factor is of ex- taken. 

treme importance. The major fields of . Supply personnel to assist in the 

inventory responsibility in our company stockrooms and storehouses because 

are: of familiarity with materials. 
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Asnouncing Inventory and 
Conducting Group Meetings 

An announcement of the inventory 
date should be distributed well in ad- 
yance. The form we use is illustrated 
by Exhibit 1. We have found an ad- 
yance notice about four weeks before 
inventory taking to be most satisfac- 
tory. In the first place, it notifies all 
people concerned with inventory of 
the date so that they can plan their 
personal affairs accordingly. Our in- 
ventories occur on week-ends and we 
must plan for overtime work on Fri- 
day evening and Saturday. In some in- 
stances, a small amount of work may 
need to be done on Sunday. As a sec- 
ond point, there is always a certain 
amount of advance arrangement of 
material and general housekeeping 
dean-up work. Our foremen have 
found from experience that this work 
speeds up the actual inventory-taking. 

Further, there is often an accumula- 
tion of stock over-runs and odds and 
ends of materials lying around. We 
encourage the return of this excess 
material to the stockrooms so that it 
may be made available for other pur- 
poses. We have found, however, that 
there is one angle of returning mate- 
tial to stock which needs close atten- 
tion. If regular production material 
is returned to stockrooms just before 
inventory taking and then requisi- 
tioned out of stock immediately after 
inventory, more mork is made for 
everyone. We discourage this practice 
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and have received good cooperation 
from our foremen. 

Adequate notice of the inventory 
date must also be given to all persons 
operating accounting records, so that 
the flow of paperwork and book en- 
tries can be properly related to the in- 
ventory. Special attention must be 
given to complete recording of all ma- 
terial movement preceding the inven- 
tory. We make a special effort to 
distinguish records of material receipts 
and issues (material receiving reports, 
requisitions from stock, receipts into 
stock and relief out of stock for ship- 
ments) for movements before inven- 
tory and after inventory. The inventory 


date and closing date for the account- 


ing period must coincide. If this is 
not possible, considerable accounting 
reconciliation work is necessary. 

In our organization we conduct in- 
ventory meetings a few days before 
inventory-taking. The meetings have 
been extremely helpful in securing the 
cooperation of factory personnel and 
also in providing an opportunity for 
detailed discussion of the inventory 
instructions and the reasons why cer- 
tain considerations are important in 
achieving desired results. The meetings 
are held in small groups of twenty or 
thirty people each and conducted along 
the lines of an open forum, with as 
much discussion on the part of factory 
personnel as possible. In this manner, 
these individuals are brought more 
closely into the inventory project and 
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PLANT INVENTORY INSTRUCTIONS 


. The inventory of Production Materials will be taken as of the close of business, 
Friday, October 30. 


All items affecting inventory accounts should be closed off as of Friday night 
instead of Sunday. This applies to requisitions, receipts, receiving reports, 

dry materials and metals monthly inventory, foundry production, job order mate. 
rials, purchased materials, core sand mixed, Alzak monthly reports, etc. All 
payrolls will be closed as usual on Sunday night. 


There should be no movement of material between production departments or 
between production departments and the stockrooms, or within the department 
after inventory-taking begins. 


. Description, part or drawing number, used on catalog number, department, 
operations finished (exactly what work has been done on the article), number of 
containers and quantity, should be carefully written on inventory tickets. Calew 
lations, such as addition of several containers or multiplication of a number of 
containers by the average quantity, in computing the over-all total of similar 
materials should be made on the back of the inventory ticket. An actual count 
must be made except in unusual instances. Inventory tickets should show in the 
space, “counted by," the initials or clock number of the person making the count, 
Complete information is necessary for the Cost Department to accurately price 
the inventory. 


. The complete inventory ticket should be left with the material until after the 
department has been checked by the auditors and mot picked up from the mate 
rial until the foreman has advised that his department is okay. Persons familiar 
with the material should collect the tickets and watch carefully for any obvious 
errors in count, description, etc. 


Extra “Taken" tickets are provided for use when the material is in more than one 
container. The quantity in the container and related inventory ticket number 
should be written on each "Taken" ticket and the ticket placed with the material, 
“Taken” tickets are to be used only when the boxes, barrels, or other com 
tainers are grouped together. The inventory ticket will be placed om ome 
container and “Taken” tickets on all others. 


. Notify when your inventory is completed. On Saturday, Oc 
tober 31, the auditors will examine the manner in which the inventory was taken 
and verify some quantities. Sufficient men should be in the department to assist 
the auditors. 


. Each department will have a block of numbered inventory tickets which must 
be accounted for on the Department Inventory Control Sheet. As mentioned 
above, completed inventory tickets are left with the material after the count is 
made. When the quien tam finished their inspection, the tickets will be gath 
ered and arranged numerically, accounting for every ticket charged to the de 
partment. When all tickets have been accounted for (whether used, not used, 
or void), they should be returned to , together with a copy 
of the control sheet. 

. This inventory is concerned only with those items that are manufactured or at 
sembled for sale. Small quantities of screws, nuts, etc., of little value should not 
be inventoried. Supply items and materials purchased for factory maintenance 
or repair should also not be included. 

. Further details of inventory taking will be discussed at foremen's meetings before 
October 30, Charge inventory labor to Center 750, Account 50, and mark 
inventory on labor card. 
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can voice the need for attention to par- 
ticular problems. We have found that 
discussion of a situation in one depart- 
ment often aids other departments. 

The people attending should be the 
foremen of production departments, 
stockrooms, and storehouses, together 
with the several key people from each 
section who are expected to act as 
group leaders on inventory day. It is 
especially important to have as many 
group leaders attend as possible, be- 
cause they directly oversee the actual 
inventory-taking. It is difficult for a 
foreman to watch each of his em- 
ployees if his department is of any 
size, Representatives of similar depart- 
ments or those handling like material 
should be included in the same meet- 
ing. For example, we have found it 
advantageous to place all assembly de- 
partment representatives in one group 
for this purpose. The next meeting 
would cover machining departments 
and a third meeting would cover stock- 
room and storehouse people. This ap- 
proach gives the person conducting the 
meeting an opportunity to stress phases 
of the inventory process which are 
common to the entire group and of 
greatest importance to them. 


laventory Instructions and Count Forms 

Our experience has also shown that 
arefully written instructions covering 
the inventory-taking procedure, writ- 
ing of the inventory ticket, and control 
and disposition of the tickets are one 
of the most important tools for secur- 
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ing a good inventory. These instruc- 
tions should be freely distributed to 
all persons directing the inventory. 
They should be arranged in logical 
order, concisely written and very com- 
plete. These qualities are intended to 
characterize the instruction sheet given 
as Exhibit 2. It is used in inventory 
meetings also, and serves as instruction 
for new employees and a refresher for 
older employees. Exhibit 3 shows the 
inventory tickets used, and Exhibit 4 
the Department Inventory Control 
Sheet and the instructions which ac- 
company it. 


“Before” or "After" Inventory 


I have previously mentioned the cor- 
relation of inventory-taking with en- 
tries on the accounting records, It 
might be well to return to that topic 
and point out a few angles which re- 
quire special attention. Records of ma- 
terials should agree with the physical 
facts of the material. That is the ideal 
to be sought for material control and 
record of usage. It is of greatest im- 
portance at inventory time. Our prac- 
tice is to record movements of material 
into and out of stockrooms and store- 
houses by blocks of requisitions and 
receipts for each day. For example, 
all paperwork for stock movements on 
Thursday is delivered to the stores 
(stock record keeping) department on 
Friday morning. The entry is made on 
the stock records on Friday as a move- 
ment of material dated with Thurs- 
day's date. Our auditors have requested 
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INVENTORY COUNT FORMS 


(Used for Work-in-Process Inventories) 
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that we place a special date stamp, for 
a few days before and after inventory, 
on the stock requisition and receipt 
forms as they are posted to the stock 
record card, This places special em- 
phasis on recording stock movement at 
inventory tine and also makes it easier 
for the auditors to make test checks of 
paperwork flow. 

Our receiving reports for incoming 
materials have presented a special 
problem, due to the nature of the ma- 
terials (bulk materials such as pig 
iron, molding sand and carload lots of 
steel, and materials requiring special 
handling such as acids, etc.). Various 
dates occur in the handling of such 
material: date received in our plant 
yard, date unloaded, date placed under 
the control of stockroom or storehouse 
foreman. We control the record date 
for all materials reported on receiving 
reports by using a rubber stamp read- 
ing “before inventory” and other 
stamps reading “after inventory.” The 
stamps are held by the accounting de- 
partment. On the Wednesday preced- 
ing the inventory week-end a “before 
inventory” stamp is given to each 
stckroom and storehouse foreman and 
he is asked to stamp all receiving re- 
ports passing through his hands with 
it until inventory day. 

On inventory day, he is asked if he 
has had a receiving report for all ma- 
tetials coming under his control and 
ay missing reports are located or pre- 
pared. The “before inventory” stamp 


OCTOBER, 1953 


is then returned to the accounting de- 
partment and the “after inventory” 
stamp given out for use during the 
first three or four days following the 
inventory. Under this procedure, all 
receiving reports for inventory mate- 
rial are identified for inventory pur- 
poses immediately preceding and fol- 
lowing the physical inventory. 


1-Day Comes 

For many years, physical inventory- 
taking in our company has been a 
week-end proposition. Our by-word has 
been “Production must go on!” Plan- 
ning for the physical count naturally 
revolves around the time allotted to it 
and everything is geared accordingly. 
We have given our foremen a free 
hand concerning the start of inventory 
in their departments and the move- 
ment of material between departments 
as inventory day approaches. The larger 
departments start their counts on Fri- 
day and others can get out a full day 
of production on Friday and take their 
inventory on Saturday. As far as tim- 
ing goes, our goal is to have all inven- 
tories taken and inspected by Saturday 
night. 

Our outside accountants are present 
during the entire physical inventory 
and approve our plans, program and 
extent of inventory in advance. It is 
a big job for us and the auditors have 
as many as eight to ten representatives 
present. We organize inspection teams 
of two men each, one outside account- 
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DEPARTMENT INVENTORY CONTROL 


RECORD OF INVENTORY TICKETS 


(To be completed by foreman of each department immediately after the physical 
count.) 
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Physica: count completed Wepresenting Manufacturing 
ae SE ——Teepresenting Cost Dept. — 
Released by Auditors ——FEPFSSSHTINE MUdTESKS 


One copy of this control sheet will be taken by the auditor on his release 
of this department. 


One copy to be returned to Cost Department with tickets. 
INSTRUCTIONS 


1. The purpose of the Department Inventéry Control Sheet is to 
provide a record of numerical control for all inventory tickets 
assigned to each department. 


2. The control sheet will be prepared in duplicate by the Cost 
Department when the first assignment of inventory tickets is made, 
If additional tickets are received by a department, the foreman 
must enter the ticket numbers on both copies of the control sheet, 


3. When all materials have been inventoried and tickets written, 
each foreman will enter the ticket number of all unused tickets on 
both copies of the control sheet, record the time the counting was 
finished and sign his name. Phone the Stores Department that the 
inventory is complete. 
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4, The inventory of each department will be inspected by a repre- 
sentative of the Cost Department and the control sheet signed. 


5. Present the control sheets to the auditors whose signature 
thereon will indicate that the department can proceed with gather- 
ing up the tickets. The auditors will return one copy of the con- 
trol sheet to the foreman, 


6. All inventory tickets must be accounted for, arranged in numeri- 
cal order and sent to the Cost Department with the copy of the con- 
trol sheet. If any tickets are lost or voided, a note to this effect 
must be made on your control sheet, 











EXHIBIT 4 


ant and one from our accounting staff. and completeness of inventory-taking 
Their objective is to examine intocom- This last item is quite important and 
pliance with inventory instructions, shows the place of the taken ticket ia 
test-check accuracy of inventory counts, the program. If the inspection team 
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an survey a given area and see that all 
material has a ticket on it, there is 
more than reasonable assurance that 
none has been omitted or overlooked. 

As an interesting side-light, I might 
mention what we have done about 
odds and ends of scrap or other un- 
ysable material in production depart- 
ments. At first we just omitted them 
from the inventory but we found our- 
gives with some explaining to do to 
the accountants, We then hit on the 
idea of separating such material from 
good production material and the fore- 
man would mark it as scrap. This prac- 
tice has worked out very well and has 
solved the problem. I will admit that 
the amount of material so marked 
must be reasonable under the circum- 
stances or the foreman is on the spot 
to explain why so much material is so 
matked. The inspection teams have 
authority to approve a department’s 
inventory when they are satisfied that 
it has been properly taken. This ap- 
proval is shown by signing the depart- 
ment inventory control sheet. 

Our inventory tickets are priced and 
extended by the cost accounting de- 
partment. It is quite a job and the 
work extends over several weeks after 
the physical inventory is taken. Many 
special pricing situations arise, particu- 
larly with reference to work-in-process 
materials. We attempt to ease this 
situation by having the cost depart- 
ment personnel circulate throughout 


the plant on inventory day to review 
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the material in its various stages of 
production and the manner in which 
individual inventory tickets are writ- 
ten. Our chief cost accountant knows 
the trouble spots and has his men 
study the situation carefully, with the 
thought in mind of possible questions 
which may arise when the unit price 
for the material must be figured from 
the cost records. This may seem like 
a small matter. However, it is a part 
of the inventory plan which speeds 
the work of pricing the inventory tick- 
ets several weeks later when much of 
the data is “cold.” 

Another item, small in itself but 
important in the total picture, is 
the making of memoranda regarding 
weaknesses in the procedures, which 
reflect unusual situations, Each inspec- 
tion team is requested to keep notes 
on any circumstances which cause trou- 
ble and to offer suggestions for im- 
proving the procedures. These notes 
are valuable in drawing up plans for 
future inventories. 

Each department is responsible for 
the collection of its inventory tickets 
after receiving completion approval 
from the auditor. The department in- 
ventory control sheet comes into use 
again at this point, for it shows the 
tickets to be accounted for. The tickets 
are collected by the people who wrote 
them, arranged in numerical order and 
verified with the control sheet. Ac- 
counting for all tickets seems tedious 
to factory people but, with some en- 
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couragement, they do a very good job. 
In 1951 we used over 27,000 individ- 


ual inventory tickets and did not lose 
any. I think that is a record. 

Although, several years ago the 
senior-in-charge for the auditors and 
the chief accountant for the company 
made up one of the inspection teams, 
we have learned that it is better for 
these people to be free to look into 
any area of the inventory work while 
the counting and writing of tickets is 
in progress. No matter how well plans 
are made, year-in and year-out, there 
will always be troublesome spots and 
unusual situations which must be fitted 
into the over-all picture. Everyone 
comes to the job in his old clothes and 
wearing a pair of comfortable shoes. 
When the day is over, we all realize 
that our feet have been somewhere 
other than “on the desk.” 


You Can Improve a Plan 

I have gone into considerable dp. 
tail on the planning of a physical ip 
ventory: why it is advantageous fp 
have a thorough plan, where the re 
sponsibility rests for various phases of 
the work, the place of inventory med 
ings, inventory instructions and forms 
and finally what takes place on inven. 
tory day. Our inventory program is 
the result of several years’ experience 
but I am sure that still further im 
provements can be made. My discus 
sion has been closely related to a 
manufacturing business because that is 
my background and where my interest 
lies. However, I believe that many 
parts of our program can be readily 
adapted to a retail business, distribut- 
ing business or any other activity con- 
cerned with the physical control of 
materials. 
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THE COST FORUM 


Editor, N.A.C.A. Bulletin: 
ECONOMY IN STAFFING PHYSICAL 
INVENTORY 


AN ANNUAL PHYSICAL INVENTORY IS 
a costly necessity. In analyzing the direct 
costs of taking inventory in our plant, we 
were struck by the fact that our cost was 
something more than $1.25 per inventory 
tag written. This, in terms of approxi- 
mately fifty-thousand tags, is a sum which 
cannot be lightly shrugged off. Labor is, 


‘of course, the principal element in inven- 


tory cost. In an effort to bring about a 
significant reduction in the price of taking 
inventory, we began to analyze our labor 
cost, especially from the standpoint of 
effective utilization of manpower. 

Up to this point, our plant had operated 
under a policy which permitted every 
hourly-paid employee in the fabricating, 
assembly and shipping departments who 
desired to do so, to work on inventory. 
In this manner, we assured ourselves that 
we would certainly not run short of men. 
We also operated our inventory within 
the same organization chart which gov- 
emed our normal operations, which is to 
say, along departmental lines. For inven- 
tory purposes we simply assigned addi- 
tional personnel from departments where 
they were not needed to departments 
where they were needed. Our analysis of 
this method indicated two principal weak- 
nesses, 

In the first place available manpower was 
not effectively used because there was 
simply too much of it. The men were 
customarily divided into teams consisting 
of one or two counters, a checker, and a 
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tag writer. Our investigation revealed that 
more than half the time the checker and 
the tag writer were idle, waiting for the 
counters to complete a job. Likewise, we 
had too many such teams and could not 
put them all to work without creating 
confusion, due to the fact that they would 
be working too near another team. 

The second weakness was in the inef- 
fectual use of available supervision. We 
had overlooked the fact that there is not 
necessarily any correlation between the 
number of supervisors required to operate 
a department in normal production activi- 
ties and the number needed to supervise 
an inventory of that same department. 
Thus, a stores department might function 
very well for fifty weeks a year with one 
foreman in charge but in order for the 
inventory to be completed within the al- 
loted time, the assignment of nearly a 
hundred extra men increased the load to 
the point at which it was just too much 
for the one supervisor, no matter how 
capable he might be. On the other hand, 
another department, which required a good 
deal of supervision during regular opera- 
tion, might finish its inventory quickly and 
leave as many as five supervisors sitting 
around waiting for production to start 
again. 

To overcome these weaknesses in our 
past performance, we decided to create a 
brand new, temporary, but highly func- 
tional organization for inventory purposes. 
A list of all shop supervisors was prepared. 
To this list were added the names of 
certain other supervisors, drawn from our 
time study, methods, tool design, and en- 
gineering departments. The majority of 
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these men were designated as “inventory 
crew chief’ and to each was assigned a 
group of eight to twelve hourly-rated 
workers. The plant was then divided into 
a number of small “zones,” based on our 
best estimates of what one crew chief and 
his crew could inventory in one week. 
The crew chief designated from among 
his crew, as the situation in his assigned 
zone demanded, the tag writers, counters 
and checkers. With this small number of 
men to keep track of, he was able to 
change the assignment of his men and 
keep a balance between classifications, thus 
avoiding most of the idle time which had 
previously plagued us. 

For broader supervision, four general 
foremen were designated as area leaders 
and were able to assist greatly in solving 
problems of part identification, etc. Our 
plant superintendent was put in general 
charge of all inventories within buildings, 
while the night superintendent was placed 
in charge of all inventory taking in the 
yards. Final authority for inventory was 
given to the plant controller and the pro- 
duction control manager. 

Thus, for inventory purposes, special 
lines of communication and authority were 
established. Information was passed freely 
in both directions. A more complete pic- 
ture of daily progress was created and, as 
one crew completed the work in its area, 
it was immediately reassigned as a unit to 
another area where work was going more 
slowly. 

In total, we achieved a reduction of ap- 
proximately forty per cent in the number 
of hourly paid workers involved in the 
inventory. The elapsed time for taking 
inventory was reduced from ten working 
days to eight. Dollarwise, we have cap- 
tured a very substantial savings. 

Following inventory, we held several 
post-inventory critique sessions with both 
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supervisors and workers, through which we 
discovered a further advantage to our pm 
cedure. It was noted that the worker 
themselves, reacted more favorably to the 
“crew” setup. They seemed to identify 
themselves with their own crew, and g 
very healthy competitive spirit with regan 
to both quantity and quality of tags writ 
ten, developed. 

CHARLES W. LENT, Lonsing Chapter 


ON-THE-SPOT CALCULATION 
OF RETAIL INVENTORY 


Editor, N.A.C.A. Bulletin: 

EVERY ACCOUNTANT HAS, at some point 
in his life, struggled through the manual 
way of taking the inventory of a retail 
store, whether drug, dry goods, depart 
ment store, or super-market, writing down 
(at a minimum) the quantity and the 
price and, in some cases, even the name 
of the item. Our company, which runs 
super-markets, was one of the first to ex 
periment with and develop electric calcu. 
lator inventory-taking. Using calculators, 
there is very little to be written, only the 
copying of the section totals from the 
counters or dial wheels of the calculator, 
With the manual system, the sheets had 
to be sent to the office to be computed by 
a battery of comptometer operators and 
then rechecked by other operators. The 
machine system eliminated this office work 
entirely. 

An ideal inventory-taking unit is com 
posed of a caller, who counts the number 
of items and then calls this number and 
the unit price to a calculator machine op- 
erator. Using up-to-date calculators with 
automatic multiplication, the operator puts 
the quantity in the left-hand auxiliary key- 
board and the unit price in the large main 
keyboard. With simple depression of the 
multiply key, the machine makes the com- 


N.A.C.A. BULLETIN 





ei¥s 


# age 


BReSEEEE 


SEEGER Ra 


Re BE 


2PRFSEIEES RB 


putation in dollars and cents in one coun- 
ter and records the number of units in 
the second counter. 

The machine keeps accumulating the 
various computations until the caller has 
reached the end of a section, counter, or 
department, or any other division chosen 
as a unit. At the end of this section, the 
machine dials or counters are read and the 
total units and total dollars and cents for 
this section are inserted on a record sheet. 
The operator clears the counters manually, 
without unlocking the counter locks, and 
is ready for the next section or department. 
(The machine used should be one on 
which the counters can be locked, so that 
the operator cannot accidentally strike the 
dear key, thereby losing the accumulated 


” total.) 


In super-markets, we have found that a 
floor plan of the store, showing each de- 
partment’s location, is the best way of 
recording these totals from the machine, 
For example, after counting the coffee bar, 
the total is entered in the block on the 
floor plan where the bar is located. This 
process is continued all around the store. 
We use two crews, which start at opposite 
ends of the store and eventually meet in 
the middle, thus eliminating the possibility 
of missing a part of the store. With two 
electric calculators, two operators, and two 
callers, we can take a super-market inven- 
tory (exclusive of meat and produce) in 
from five to seven hours. Inventories are 
taken on Monday and Tuesday when there 
are not many customers in the store. The 
machines are mounted on the store basket 
carriers and carry a one-hundred foot ex- 
tension cord for power, with the cord on 
a winding reel. When the counting and 
recording are finished, the amounts shown 
in each “block” on the floor plan are 
totaled. This gives at once the final retail 
inventory. When the retail inventory total 
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arrives at the office, it is compared with 
the control record of the store inventory. 

Besides the fast, accurate figures which 
these electric machines give, and the sav- 
ings in office help, there are some valuable 
by-products which are not possible with 
the manual system. First, one can imme- 
diately ascertain the unit value of mer- 
chandise in any department or section or 
class of goods, by dividing the dollar total 
by the number of units. Second, the 
method provides an excellent means of 
comparing the merchandise inventory of 
any department, or products group, from 
period to period. This is done by com- 
paring the present inventory, block by 
block on the floor plan, with the previous 
inventory floor plan. If, for instance, the 
coffee bar has an inventory now of $1,000 
but, on the last- inventory the total was 
$600, the merchandiser or store super- 
visors want to know the reason for the 
change, because such an increase, of course, 
will slow down the rate of turnover. This 
ties up additional capital, thereby limiting 
a company’s available cash. Slow turnover 
rates cut down gross profit. There is also 
the added danger that an excessive quantity 
of coffee will result in stale merchandise, 
thereby losing customers. 

This method of inventory-taking is, in 
our opinion, far ahead of any other system 
of wire recordings or dictating machines, 
for the reason that these systems have to 
be transcribed and figured in the office. 
Although the system has been primarily 
utilized by super-markets, it is readily 
adaptable to any kind of merchandise in- 
ventory-taking, in a retail store or in a 
warehouse. However, in warehouse in- 
ventory-taking, it would be necessary to 
have a pre-printed sheet of items by name, 
since this information is needed where 
warehouses are concerned, Nevertheless, 
with the calculators the dollar figures would 
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be available as soon as counting and re- 
cording were done. The author can re 
member when it used to take a week or 
ten days to get this answer. 

When buying electric calculators for this 
kind of work, it is best to purchase the 
smaller type of a company’s big desk 
model. This small machine is “minus” a 
lot of extra equipment which, while good 
for other work, is not needed in inventory- 
taking and costs several hundred dollars 
per machine. If a concern has branches, 
a carrying case for each machine will have 
to be built, since the machine companies 
do not make them. The cases are needed 
for the protection of the machine in trans- 
porting it from store to store, as the 
machines are damageable, especially their 
carriages. 

The author seriously recommends that 
this machine method be investigated for 
fast, accurate inventory-taking for less cost. 


SIDNEY W. TOREY, Albany Chapter 


WHAT COSTS SHALL BE EXCLUDED 
FROM INVENTORY VALUES? 


Editor, N.A.C.A. Bulletin: 


MUCH HAS BEEN WRITTEN and spoken 
telative to what constitutes appropriate 
costs to be included in inventory value. 
Another way to review the same question 
in a significant way is to take note of costs 
which, under present or proposed practice, 
are not a part of inventory values. 

It has become axiomatic that costs in- 
curred after the completion of a product 
should be excluded from the computation 
of inventory value proper and act rather 
as a deduction from gross operating profit. 
Elements of costs falling in this category, 
to mention the most prominent, are: 


1. Cost of storing finished stock. 


2. Cost of shipping and delivery of finished 
stock. 
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3. Selling, advertising, and promotional @ 
penses. ; 


4. General administrative or executive 
penses. 


It is further generally agreed that ee 
ments of cost of a transient, 
or abnormal nature should be exclude 
from inventory value, since their inclusion 
would contemplate assuming an unrealistic 
attitude towards inventory value. Examples 
of costs of this type are: 


1. Premium wage payments—overtime, Sus 
day or holiday shift bonus, night shit 
bonus, etc. 

. Excessive cost of raw material used is 
product—due to: 

a. Procurement from other than regular 
source of supply. 

b. Substitution of material due to nop 
availability of prescribed material, 


. Operating expenses of an abnormal o 
extraordinary nature, not commonly 
petitive. Some expenses that would be 
so categorized are: 


a. Cost of professional engineering sem 
ices in connection with installation of 
time study, methods analysis, scrap 
control, etc. 


. Rearrangement of machinery or plant 
departments. 


Another element of cost which has no 
place in a true inventory value is the cot 
of inefficiency. Although it is agreed that, 
in the absence of a standard cost system, 
measurement of excessive use of material 
and labor is difficult, past experience, nee 
ertheless, provides us with the elements of 
a standard—a crude yardstick. Thus, the 
cost of inefficiency may well be represented 
by the following: 

1, Excessive usage of material may aris 


from poor quality of material, poor work 
manship, or defective equipment, 


. Excessive usage of labor may arise from: 
a. Additional time taken to remedy de 


fective work. 
b. Unsettled labor conditions in plant 


c. Disturbances in operating conditions 
such as equipment failure, etc. 
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Up to this point, discussion has dealt 
with generally accepted concepts as to 
exdusions from inventory cost. To give 
brief attention to an area in which dif- 
ferences of opinion are rampant, it need 
only be asked whether all fixed charges 
should be excluded from inventory value. 
The most commonly held view is that fixed 
charges do belong in inventory. We shall 
describe this practice here and then dis- 
cuss the less subscribed to, but more re- 
cent, concept that they should be excluded. 

Fixed charges—comprising supervision, 
depreciation, taxes, insurance, watching and 
janitor service, etc.—represent the cost of 
providing productive capacity, i, the 
means to manufacture a product to be 
subsequently sold at a profit. Common 
practice has been to absorb such costs in 
production by estimating the probable 
amount of fixed charges to be incurred 
during a year, dividing this pre-determined 
amount by the expected volume of produc- 
tion for the year (thus obtaining an ab- 
sorption rate), and applying this rate 
against actual production. Any balance re- 
maining—either over-absorbed or unab- 
sotbed—plus any error in original estimate 
of fixed charges for the year, is cleared to 
operating profit or loss under this practice. 

Those who subscribe to eliminating fixed 
charges or establishment costs from inven- 
tory contend that a fiction is created when 
an attempt is made to carry fixed charges 
into inventory value, for the following 
reasons: 


. Actual fixed charges for period will usu- 
ally differ from the predetermined 
amount due to wage increases for super- 
visory persorinel, changes in depreciation 
charges because of acquisition or dis- 
posal of operating equipment, and 
changes in insurance or tax rates or basis 
for valuation. These differences make for 
oo write-off to operating profit or 


. Actual volurne of production will usually 
differ from that expected, leaving a bal- 
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ance of fixed cost, to be written-off di- 
rectly to operating profit or loss. Also, 
fluctuating inventory value will result from 
changing expected production volume 
from year to year, with the result that 
fixed charges are never accurately stated 
in inventory. 


Another factor upon which considerable 
stress is placed by the proponents of elimi- 
nation of fixed charges from inventory is 
the desirability of matching costs incurred 
in a period against revenue earned in that 
period. By writing-off currently all fixed 
charges, the problem of the disposition of 
over or wunder-absorbed fixed expense 
would not arise to distort the profit picture 
for a particular period, especially one in 
which shipments and production might not 
be in balance. 

These same advocates state that these 
“established costs” are the result of man- 
agerial decisions, ¢.g., location and size of 
plant, as a factor in determining the 
amount of taxes; extent and amount of 
coverage, as deciding insurance costs; and 
the amount and type of equipment, whether 
new or used, as establishing the amount 
of depreciation to be written off. These 
proponents assert that, although these ca- 
pacity charges are definitely a cost of doing 
business, they are not truly chargeable 
against a specific product as are direct 
material and labor costs and variable ex- 
pense but rather are in the same .category 
as general or administrative expenses and 
should act as a deduction from operating 
profit for the period. 

The main advantages to be derived from 
omitting fixed charges from inventory valu- 
ation are: 

1. Inventory value would reflect quite clear- 
ly current actual costs, since it wou 
include only the direct material and la- 
bor and variable expense incurred and 


would be properly responsive to changes 
in economic conditions. 


. Comparison between years would be 
more accurate, since costs would not be 
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distorted by changes in anticipated level 
of production with consequent lowering 
or raising of the amount of fixed ex- 
pense included in each unit of produc- 
tion, 


. Distortion in inventory value as between 
similar product produced in different 
plants would be eliminated. A product 
produced at a new plant with high-tax- 
value and full depreciation would still 
be comparable to a product manufac- 
tured in an older, low-tax-value, fully 
depreciated establishment. Any change 
in value would result from efficiency or 
production. 


. Inventory values would be made realistic, 
since they would universally represent 
only out-of-pocket costs and, when con- 
sistently applied, would represent a con- 
servative yet accurate statement of cur- 
rent value. 


J. L. KAVANAGH, Providence Chapter 


INDUSTRIAL ACCOUNTING IS NOT 


DRAWING COLLEGE GRADUATES 
AS IT SHOULD 


Editor, N.A.C.A. Bulletin: 


THE AIM OF THIS LETTER is to discuss 
briefly the opportunities in the cost account- 
ing field for the young college graduate. 
Business organizations send representatives 
to the campuses of colleges and universi- 
ties throughout the country for the purpose 
of recruiting new personnel for training 
and eventual employment with the com- 
panies. These trained interviewers are find- 
ing it difficult to persuade young men to 
enter the cost accounting field. One busi- 
mess executive remarked that the time is 
coming when we will need trained men in 
cost accounting but, today, it is almost 
impossible to induce young men to enter 
the cost accounting department. Perhaps 
it might be well to consider some of the 
reasons for this attitude of mind. 

In the first place, there is competition 
from other professions. The college grad- 
uate who has completed four years of col- 
lege work in engineering has the inside 
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track at the moment, insofar as beginning 
pay is concerned. Furthermore, it is gh 
leged that the supply of trained enginees 
is not keeping pace with the demand 
situation caused mainly by our vigorog 
defense effort. it is conservative to sy 
that the minimum beginning wage of 
these graduates during the past two yeay 
has been between $80 and $100 per week 
It is also true, in the case of some intemal 
business training programs open to college 
graduates, that the initial pay is in th 
neighborhood of $4,000 per year. Coe 
accounting positions lag considerably be 
hind these opportunities, so far as begin 
ning pay is concerned, since cost positions 
are open to men without experience ata 
salary as low as $35 to $50 per week 
This would make it appear that the college 
training of cost accountants is inferior tp 
the training of engineers. However, this 
line of reasoning is fallacious. Why would 
an engineer be better trained to make 
engineering decisions than an accountant 
to make cost decisions with the sem 
amount of education and the same lack 
of experience? 

Another reason why young college men 
are not particularly interested in the cost 
accounting field is the prevailing belief 
that cost accounting does not carry the 
same prestige value as financial, tax, and 
public accounting. This belief is not nec 
essarily sound but there does seem to be 
some basis for this attitude among college 
students. The belief may stem from several 
factors. Perhaps one of them is that cost 
accountants are not paid as highly as ia 
other lines of accounting. Another factor 
is that many young men feel that, if they 
go into the cost accounting department, 
they will eventually arrive at a dead end 
Thus transfers are requested to get into 
the tax and financial divisions of the com 
pany, where the opportunity seems so much 
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wider. A third factor might be the in- 
dination of some business organizations 
to view their cost accounting function as 
a routine one, with the corollary that col- 

i men are not necessary to it. 
The supply of talent for such positions, 
therefore, can be found among the high 
school graduates, and the college man is 
discouraged from applying for openings 
at the bottom of the accounting ladder. 
Incidentally, this factor might be one of 
the reasons for the low initial pay of the 
beginning cost accountant. 

Another reason for the lack of interest 
in the opportunities offered by cost ac- 
counting is a belief that, as time goes on, 
cost accounting will become a less impor- 
tant function of business management. Op- 


” portunities in cost accounting must compete 


with opportunities in the selling and ad- 
ministrative functions. Selling expenses 


have always been a goodly share of the 
selling price of the commodity or service, 
and now we hear on all sides that ad- 


ministrative costs, also, are creeping higher 
and higher in relation to the other costs 
of producing. 

College men who wish to enter the cost 
accounting profession must be convinced 
that it is a better idea to control costs 
than to increase spending. What are the 
telative merits in arriving at decisions to 
save thousands of dollars of newsprint by 
cutting the width of a newspaper column 
an eighth of an inch, compared with the 
spending of thousands of dollars for a 
half-hour television program advertising a 
product or service? 

It is the belief here* that there will 
come a day when the control and super- 
vision of costs will be more important 
than it is at present, that better-trained 
men will be needed in performing this 


__ 


function, and that management will have 
to devote more attention to the problem 
of encouraging young men to enter this 
field. 

HAROLD G. AVERY, Albany Chapter 


IMPUTED COSTS ARE ECONOMIC 
ACTUALITIES 


Editor, N.A.C.A. Bulletin: 


AMONG THE EARLY ADVOCATES favor- 
ing the inclusion of theoretical or imputed 
interest on investment as a manufacturing 
cost was the late Clinton H. Scovill, a 
Boston C.P.A. and a past president of 
N.A.C.A, (1925-1926). His rather well 
known treatise on this subject appeared in 
the March 1919 issue of the Supplement 
to the American Economic Review. The 
majority of the texts of today on cost ac- 
counting still devote a few paragraphs to 
imputed costs but the expression of such 
costs through accounting procedures, as 
followed in practice, has been almost anil. 
The prominent reasons advanced for this 
are: 


|. Imputed costs are not based upon trans- 
action prices arrived at by “bargaining 
at arm's length,” thus violating the 
sound accounting principle of recogniz- 
ing only business transactions so estab- 
lished. 


. To include imputed costs as a product 
cost would inflate the inventory and cost 
of sales figures. 


. A lack of agreement as to what should 
be included in the asset base for pur- 
poses of determining the imputed cost. 


. A lack of agreement as to what rate of 
interest should be used to result in a 
fair return on the invested capital. 


. Inclusion of imputed costs in the ac- 
counts merely results in considerable 
clerical effort which inflates costs and 
makes cost information less valuable for 
price setting purposes. 


* Professor Avery is chairman of the Placement Committee of Union College, Sche- 
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6. The credit entry offsetting the imputed 
costs may result in an inflation of the 
net income which may, in turn, cause the 
payment of a higher income tax and 
may also create fictitious surplus which 
cannot be used for the declaration of 
dividends, since no additional assets are 
brought into the business. 


After thinking through such reasons, it 
is rather easy to understand why account- 
ants have refused to recognize imputed 
costs in accounting procedures. However, 
in turning from an accounting to a man- 
agement point of view, situations may oc- 
casionally be found in which even the 
accountant will agree that it is better to 
report (without booking) certain cost in- 
formation to management which includes 
imputed costs. 

One such example is in the case of the 
company operating two plants perhaps at 
two different locations. One plant is new 
and highly mechanized, while the other is 
old and still follows somewhat outmoded, 
though still competitive, methods. To 
make a direct comparison of unit product 
costs between these two plants may be 
misleading, particularly if the costs are 
calculated under conventional methods. 
Management may be lulled into satisfac- 
tion by the picture thus presented of the 
new plant, which has much lower product 
costs with all of its advantages, including 
a much higher investment in plant. But is 
this a fair comparison? If imputed inter- 
est is included in the costs, a leveling fac- 
tor is introduced which makes the two 
situations more comparable. Actually, fig- 
ures of this kind should be made avail- 
able to management on an estimated basis 
before and not after the new plant is con- 
tracted for. They reflect considerations 
which could at least have some effect on 
the decision as to the timeliness of the 
erection of the new plant and might erase 
a good deal of disappointment in the per- 
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formance of the new plant, once the olf 
one is finally abandoned. 

A quite different example finds map 
agement struggling with the problem of 
a proper balance between earnings allotted 
to the stockholder through dividends and 
the permanent retention of earnings in th 
business. Answering the question of 
which of these two is more important or 
should receive more emphasis is a great 
deal like the “hen-and-egg” problem. How 
ever, there are many instances in whidh 
the retention of earnings rather than the 
declaration of a dividend will work even 
tually to the advantage of the stockholder, 
Of course, provisions for such instances 
are seldom immediately popular with the 
stockholders. 

At any rate, this affords a good oppor 
tunity to reflect the effect of imputed eo 
nomic costs. It would not be necessary to 
work them into product costs nor even 
necessary to book them at all. In reporting 
to the public, it would be necessary only 
to exhibit a portion of the current period's 
net income as assigned to an appropriately 
named surplus reserve covering such eo 
nomic costs. As previously stated, these 
costs cannot be recognized from an account 
ing point of view but there can be no ques 
tion of their actuality in an economic sense. 
Management, in reaching many of its deci- 
sions has to be guided by this economic 
type of reasoning. Hence, it is strongly 
suggested that the accountant, by insisting 
upon the inclusion of imputed costs for 
reporting purposes, can do his management 
a valuable service in the question of how 
much of the company earnings to retain in 
the business. 

It would be interesting to know of the 
experiences of others in handling imputed 
costs. 

PAUL C. TAYLOR, New Orleans Chopler 
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